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Executive  Summary 


Executive  Summary 


The  Prospective  Payment  Assessment  Commis- 
sion ( ProPAC )  is  presenting  43  recommendations  on 
the  Medicare  program  for  fiscal  year  1998.  These 
recommendations  fulfill  the  Commission's  legisla- 
tive mandate  to  advise  the  Congress  on  appropriate 
updates  to  hospital  and  other  payment  rates  and  on 
improvements  to  the  Medicare  program.  In  arriving 
at  its  recommendations,  ProPAC  considered  the  fis- 
cal solvency  of  the  Medicare  Hospital  Insurance 
Trust  Fund  and  ongoing  changes  in  health  care 
financing  and  delivery.  The  Commission's  recom- 
mendations are  intended  to  ensure  that  the  program 
pays  appropriately  for  services  and  maintains  quality 
health  care  for  Medicare  beneficiaries. 

The  recommendations  in  this  report  represent  the 
collective  judgment  of  ProPAC's  16  commission- 
ers. They  reflect  the  culmination  of  a  policy  and 
analytic  agenda  setting  process,  followed  by  empir- 
ical analysis  and  deliberation.  Because  of  the 
nature  of  the  issues  at  hand,  the  data  often  are  inad- 
equate to  fully  determine  the  effect  of  particular 
policies  on  the  Medicare  program,  beneficiaries, 
and  providers.  Moreover,  the  complexities  of  health 
care  delivery  and  the  unprecedented  changes  now 
occurring  mean  that  appropriate  policies  require 
difficult  decisions.  As  a  result,  individual  commis- 
sioners did  not  always  agree  with  the  majority 
opinion.  The  Commission's  decision  making  pro- 
cess, however,  accommodates  differing  views,  and 
where  appropriate,  this  report  discusses  alternative 
methods  of  achieving  ProPAC's  goals. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1998 

The  Commission's  first  recommendation,  which 
is  in  the  Prologue,  pertains  to  maintaining  quality 
health  care  in  an  era  of  delivery  changes  and  con- 
strained resources.  The  rest  of  the  recommenda- 
tions are  provided  in  three  chapters,  which  focus 
respectively  on  hospitals  and  ambulatory  providers, 
post-acute  care  providers,  and  the  Medicare  risk 
contracting  program.  Congressionally  mandated 
updates  to  the  payment  rates  for  hospitals  under 
Medicare's  prospective  payment  system  (PPS)  and 
payments  for  other  hospitals  and  ambulatory  care 


providers  are  discussed  in  Chapter  1.  Recommen- 
dations on  Medicare  payments  to  teaching  hospitals 
and  to  those  serving  a  disproportionate  share  of 
poor  patients,  as  well  as  other  policies  to  improve 
the  distribution  of  payments,  are  also  presented. 
Post-acute  care  provider  payment  policy  recom- 
mendations are  in  Chapter  2.  They  are  designed  to 
slow  spending  growth,  to  improve  the  information 
about  service  delivery  and  patients,  and  to  better 
coordinate  services  across  sites.  Chapter  3  address- 
es the  risk  contracting  program.  The  Commission 
believes  Medicare  needs  to  modify  this  option  to 
achieve  savings  and  to  ensure  payment  equity 
across  risk  plans  and  between  the  fee-for-service 
and  managed  care  options. 

Recommendation  1:  Ensuring  Quality  of  Care 

The  Medicare  program  needs  to  be  vigilant  in 
monitoring  and  improving  the  quality  of  care  deliv- 
ered to  its  beneficiaries  in  both  the  fee-for-service 
and  risk  contracting  options.  ProPAC  supports  a 
comprehensive  approach  to  quality  assurance  that 
includes  both  pattern  analysis  and  systematic 
review  of  individual  cases. 

Recommendation  2:  Updating  PPS  Operating 
Payment  Rates 

For  fiscal  year  1998,  the  update  for  PPS  operat- 
ing payment  rates  should  be  zero.  This  level 
reflects  projected  inflation  in  the  prices  of  hospital 
inputs  and  the  Commission's  judgments  about  the 
likely  effects  of  scientific  and  technological 
advances,  productivity  improvements  and  service 
changes,  and  changes  in  the  mix  of  patients  treated. 

Recommendation  3:  Setting  Appropriate  PPS 
Capital  Payment  Rates 

Prospective  capital  payment  rates  for  fiscal  year 
1998  should  be  set  by  revising  the  current  payment 
rates  and  then  applying  an  update  factor.  These 
revisions  would  correct  for  flaws  in  the  data  and 
the  updating  method  applied  in  past  years.  As  a 
result,  the  capital  payment  rates  would  be  reduced 
by  15  percent  to  17  percent. 
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Recommendation  4:  Updating  PPS  Capital 
Payment  Rates 

For  fiscal  year  1998,  the  update  for  PPS  capital 
payment  rates  should  be  zero.  This  update  should 
be  applied  to  appropriately  revised  base  payment 
rates.  The  update  reflects  projected  inflation  in  the 
prices  of  hospital  capital  inputs  and  the  Commis- 
sion's judgments  about  the  likely  effects  of  trends 
in  long-term  interest  rates,  scientific  and  technolog- 
ical advances,  productivity  improvements  and  ser- 
vice changes,  and  changes  in  the  mix  of  patients 
treated. 

Recommendation  5:  Improving  the  Distribution 
of  Medicare's  Indirect  Medical  Education 
Payments 

Medicare's  IME  payments  should  reflect  the 
historical  relationship  between  hospital  costs  and 
teaching  intensity.  Further,  they  should  continue 
to  be  based  on  the  hospital's  volume  of  Medicare 
patients.  These  payments  should  no  longer 
change  in  proportion  to  annual  variations  in  the 
number  of  residents  or  beds.  In  addition,  the  pay- 
ment method  should  be  flexible  enough  to  allow 
and  support  training  in  settings  outside  of  the 
hospital. 

Recommendation  6:  Reducing  the  Level  of 
Medicare's  Indirect  Medical  Education 
Payments 

The  indirect  medical  education  adjustment 
should  be  reduced  from  its  current  level  of  7.7  per- 
cent to  7.0  percent  in  fiscal  year  1998. 

Recommendation  7:  Improving  Medicare's 
Payments  for  Direct  Graduate  Medical 
Education  Costs 

Medicare's  payments  to  hospitals  for  the  direct 
costs  of  GME  programs  should  not  change  in  pro- 
portion to  annual  variations  in  the  number  of  resi- 
dents trained.  The  method  for  determining  the 
level  and  distribution  of  these  payments  should  be 
as  neutral  as  possible  concerning  the  number  and 
specialty  mix  of  residents  and  the  site  of  their 
training. 


Recommendation  8:  Establishing  a  Broader- 
Based  Financing  Mechanism  for  Graduate 
Medical  Education  and  Teaching  Hospitals 

Explicit  payments  for  graduate  medical  educa- 
tion and  teaching  hospital  costs  should  not  be  limit- 
ed to  the  Medicare  program.  Mechanisms  to  broad- 
en financial  support  for  training  physicians  in 
hospitals  and  other  locations  should  be  developed. 
The  payments  should  reflect  the  reasonable  costs  of 
training  at  each  facility  and  protect  the  access  of 
beneficiaries  and  other  populations  to  the  services 
they  provide. 

Recommendation  9:  Principles  for  Improving 
Medicare's  Disproportionate  Share  Payment 
Adjustment 

Medicare's  DSH  payments  should  be  aimed  at 
protecting  access  to  hospital  care  for  its  beneficia- 
ries. Payments  should  be  distributed  based  on  each 
hospital's  share  of  low-income  patient  care  and  vol- 
ume of  Medicare  cases.  The  low-income  share 
measure  should  reflect  the  costs  of  services  provid- 
ed to  low-income  groups  in  both  inpatient  and  out- 
patient settings.  These  groups  include  Medicare 
patients  eligible  for  SSI,  patients  sponsored  by 
Medicaid  and  local  indigent  care  programs,  and 
uninsured  and  underinsured  patients  as  represented 
by  uncompensated  care. 

Recommendation  10:  Improving  the  Distribu- 
tion of  Disproportionate  Share  Payments 

DSH  payments  should  be  concentrated  among 
hospitals  with  the  highest  shares  of  poor  patients. 
Therefore,  a  minimum  threshold  should  be  estab- 
lished for  the  low-income  patient  cost  share.  Hospi- 
tals falling  just  above  the  threshold  should  receive 
only  a  minimal  per  case  payment,  with  the  amount 
then  increasing  as  low-income  share  rises.  The 
same  general  approach  for  distributing  payments 
should  apply  to  all  PPS  hospitals. 

Recommendation  11:  Collecting  Data  to  Sup- 
port Disproportionate  Share  Payment  Reform 

The  Secretary  should  collect  the  data  necessary 
to  implement  a  revised  DSH  payment  mechanism. 
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Due  to  recent  and  planned  changes  in  the  Medicaid 
and  SSI  programs,  the  measure  now  used  to  dis- 
tribute DSH  payments  is  becoming  increasingly 
untenable.  Although  several  new  data  elements 
would  be  required,  this  need  not  substantially 
increase  the  current  hospital  reporting  burden.  Peri- 
odic audits  of  these  data  would  also  be  necessary. 

Recommendation  12:  Making  Teaching  and 
Disproportionate  Share  Payments  to  Facilities 
That  Treat  Medicare  Risk  Plan  Enrollees 

Facilities  that  receive  explicit  direct  GME,  IME,  or 
DSH  payments  for  their  Medicare  fee-for-service 
patients  should  also  receive  additional  payments  for 
their  Medicare  risk  plan  patients.  Mechanisms  should 
be  developed  to  distribute  these  payments  in  a  way 
that  reflects  the  policy  goals  of  the  Medicare  program. 

Recommendation  13:  Updating  the  Target 
Amounts  for  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

ProPAC's  update  framework  indicates  that  a  2.0 
percent  average  increase  in  the  TEFRA  target  amounts 
is  appropriate  for  fiscal  year  1998.  This  average 
reflects  inflation  in  the  prices  of  hospital  inputs  and  the 
Commission's  judgment  about  the  cost-increasing 
effects  of  scientific  and  technological  advances. 

Recommendation  14:  Modifying  the  TEFRA 
Payment  System 

The  Congress  should  consider  modifying  the 
TEFRA  payment  system  to  correct  for  the  payment 
disparity  between  new  and  old  providers. 

Recommendation  15:  Prospective  Payment 
System  for  Hospital  Outpatient  Services 

The  Secretary  should  implement  a  prospective 
payment  system  for  hospital  outpatient  services  as 
soon  as  possible.  Such  a  system  should  incorporate 
methods  for  controlling  the  volume  of  services. 

Recommendation  16:  Reducing  Beneficiary 
Liability  for  Hospital  Outpatient  Services 

Beneficiary  liability  for  hospital  outpatient  ser- 
vices should  be  reduced  from  20  percent  of  charges 
to  20  percent  of  the  allowed  payment,  as  it  is  for 
other  services.  Further,  the  Congress  should  correct 


the  blended  payment  formula.  This  would  help  off- 
set the  increase  in  Medicare  outlays  resulting  from 
a  reduction  in  beneficiary  liability. 

Recommendation  17:  Improving  Dialysis 
Facility  Data 

HCFA  should  regularly  audit  a  representative 
sample  of  dialysis  facility  cost  reports  to  ensure 
that  it  has  accurate  data  to  assess  the  adequacy  of 
the  composite  rates.  Further,  it  should  systematical- 
ly track  quality  indicators  for  these  providers. 

Recommendation  18:  Update  to  the  Composite 
Rate  for  Dialysis  Services 

For  fiscal  year  1998,  the  composite  rate  for  dialysis 
services  should  be  increased  by  2.8  percent  to  ensure 
that  beneficiaries  receive  quality  care.  This  level  reflects 
the  projected  increase  in  the  market  basket  index  for 
dialysis  services,  and  the  Commission's  judgment  about 
the  likely  effects  of  scientific  and  technological 
advances  and  productivity  gains  on  facilities'  costs. 

Recommendation  19:  Prospective  Payment 
System  for  Skilled  Nursing  Facilities 

A  case-mix  adjusted  prospective  payment  system 
for  skilled  nursing  facilities  should  be  implemented 
as  soon  as  possible. 

Recommendation  20:  Controlling  Payments  for 
Skilled  Nursing  Facility  Ancillary  Services 

Until  a  prospective  payment  system  is  developed, 
the  Secretary  should  take  steps  to  control  SNF  expen- 
ditures by  limiting  payments  for  ancillary  services. 

Recommendation  21:  Consolidated  Billing  for 
Skilled  Nursing  Facility  Services 

The  Secretary  should  require  consolidated  billing 
for  all  services  furnished  to  beneficiaries  during  a 
Part  A-covered  SNF  stay.  Further,  SNFs  should  use 
consistent,  procedure-level  codes  for  these  services. 

Recommendation  22:  Eliminating  the  Cost  Limit 
Exemption  for  New  Skilled  Nursing  Facilities 

The  exemption  from  Medicare's  routine  cost 
limits  for  new  providers  should  be  eliminated.  All 
SNFs  should  be  subject  to  these  limits. 
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Recommendation  23:  Defining  the  Home  Health 
Care  Benefit 

The  Congress  should  more  specifically  define 
the  scope  of  Medicare's  home  health  care  benefit. 
The  absence  of  clear  coverage  constraints  limits  the 
program's  ability  to  control  home  health  utilization. 

Recommendation  24:  Prospective  Payment 
System  for  Home  Health  Care  Agencies 

A  case-mix  adjusted  prospective  payment  system 
for  home  health  care  agencies  should  be  imple- 
mented as  soon  as  possible. 

Recommendation  25:  Interim  Home  Health 
Payment  Method 

The  Congress  should  implement  an  interim 
home  health  payment  method  to  control  Medicare 
outlays  until  a  fully  prospective  payment  system  is 
in  place. 

Recommendation  26:  Home  Health  Visit  Coding 

Medicare  should  require  consistent  home  health 
visit  coding.  Such  information  is  essential  for  moni- 
toring and  evaluating  the  home  health  benefit  and 
developing  an  effective  case-mix  adjustment  system. 

Recommendation  27:  Home  Health  Copayments 

Modest  beneficiary  copayments,  subject  to  an 
annual  limit,  should  be  introduced  for  home  health 
care  services. 

Recommendation  28:  Controlling  Long-Term 
Home  Health  Use 

The  Secretary  should  analyze  the  growing  num- 
ber of  beneficiaries  who  are  receiving  home  health 
care  for  prolonged  periods.  Additional  policies  may 
be  needed  to  address  the  spending  associated  with 
these  beneficiaries. 

Recommendation  29:  Prospective  Payment 
System  for  Rehabilitation  Hospitals  and 
Distinct-Part  Units 

A  case-mix  adjusted  prospective  payment  system 
for  rehabilitation  hospitals  and  distinct-part  units 
should  be  implemented  as  soon  as  possible. 


Recommendation  30:  Prospective  Payment 
System  for  Long-Term  Care  Hospitals 

A  case-mix  adjusted  prospective  payment  system 
for  long-term  care  hospitals  should  be  developed 
and  implemented  as  soon  as  possible. 

Recommendation  31:  Long-Term  Care 
Hospitals  Within  Hospitals 

HCFA  should  monitor  the  growth  in  the  number 
of  long-term  care  hospitals  within  hospitals  and  eval- 
uate whether  the  current  Medicare  certification  rules 
that  apply  to  these  facilities  should  be  changed. 

Recommendation  32:  Elimination  of  the  New 
Provider  Exemption  Period 

The  initial  exemption  period  for  new  PPS- 
excluded  providers  should  be  eliminated.  Medicare 
payments  for  new  providers  should  be  based  on  an 
average  target  amount  for  facilities  serving  compa- 
rable types  of  patients. 

Recommendation  33:  Coordinating  Post-Acute 
Care  Provider  Payment  Methods 

The  Commission  urges  the  Congress  and  the 
Secretary  to  consider  the  overlap  in  services  and 
beneficiaries  across  post-acute  care  providers  as 
they  modify  Medicare  payment  policies.  Changes 
to  one  provider's  payment  method  could  shift  uti- 
lization to  other  sites  and  thus  fail  to  curb  overall 
spending.  To  this  end,  ProPAC  commends  HCFA's 
efforts  to  identify  elements  common  to  the  various 
facility-specific  patient  classification  systems  to 
use  in  comparing  beneficiaries  across  settings. 

Recommendation  34:  Linking  Payments  for  an 
Episode  of  Care 

The  Secretary  should  begin  a  demonstration  pro- 
ject that  links  payments  for  the  acute  and  post- 
acute  portions  of  an  episode  of  care.  It  should  be 
designed  to  test  whether  this  approach  can  reduce 
expenditures  and  improve  continuity  of  care. 

Recommendation  35:  Improving  the  Risk 
Adjustment  Method 

A  combination  of  techniques  should  be  used  to 
adjust  Medicare's  capitation  payments  so  that 
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they  better  reflect  enrollees"  likely  use  of  ser- 
vices. The  Secretary  should  adopt  risk  adjusters 
based  on  diagnosis,  health  status,  or  both  as  well 
as  an  outlier  policy  for  costly  cases.  Partial  capi- 
tation arrangements  should  be  tested.  Plans 
should  provide  data  to  Medicare  to  support 
improved  risk  adjustment.  The  new  risk  adjust- 
ment system  should  be  phased  in. 

Recommendation  36:  Excluding  Teaching  and 
Disproportionate  Share  Payments  from  the 
Capitation  Rates 

The  fee-for-service  spending  estimates  Medi- 
care uses  to  calculate  capitation  rates  should 
exclude  special  payments  to  hospitals  with  gradu- 
ate medical  education  programs  and  to  those 
serving  a  disproportionate  share  of  low-income 
patients. 

Recommendation  37:  Increasing  Capitation 
Rates  to  Reflect  Use  of  Services  Covered  by 
Other  Government  Programs 

Medicare  should  increase  the  capitation  rates  to 
include  estimated  spending  for  covered  services 
that  program  beneficiaries  receive  in  facilities  oper- 
ated by  the  Departments  of  Veterans  Affairs  and 
Defense. 

Recommendation  38:  Reducing  the  Variation  in 
Payment  Rates 

The  variation  in  capitation  rates  across  counties 
should  be  narrowed.  The  lowest  rates  should  be 
raised  to  a  minimum  amount,  without  increasing 
aggregate  program  spending.  Medicare  should 
evaluate  the  adequacy  and  appropriateness  of  its 
payment  rates,  however  they  are  determined. 

Recommendation  39:  Updating  Capitation 
Rates 

Medicare  should  use  a  national  update  frame- 
work rather  than  fee-for-service  spending  increases 


to  determine  the  annual  changes  in  risk  plan  pay- 
ment rates. 

Recommendation  40:  Evaluating  Alternative 
Methods  for  Determining  Capitation  Rates 

The  Medicare  program  should  continue  to  evalu- 
ate other  methods  for  determining  payment  rates, 
including  competitive  bidding  and  negotiation 
between  the  program  and  risk  plans. 

Recommendation  41:  Data  to  Improve  Plan 
Payments 

The  Secretary  should  require  risk  plans  to  pro- 
vide information  on  the  costs  of  furnishing  services 
to  Medicare  enrollees.  These  data  are  necessary  to 
determine  the  appropriateness  of  payment  rates  and 
improve  Medicare  payment  methods. 

Recommendation  42:  Evaluating  Plan  Quality 

of  Care 

The  Commission  supports  the  Secretary's  efforts  to 
evaluate  Medicare  risk  plans  through  the  use  of  the 
Health  Plan  Employer  Data  and  Information  Set 
and  satisfaction  surveys.  The  Secretary  should,  in 
cooperation  with  the  appropriate  organizations, 
continue  to  adapt  and  improve  measurement  tools 
to  evaluate  plan  performance. 

Recommendation  43:  Improving  Information 
for  Beneficiary  Choice 

The  Commission  supports  the  Secretary's 
efforts  to  improve  beneficiary  information  about 
managed  care  options.  All  beneficiaries  should 
receive  quality  and  satisfaction  data  for  risk 
plans  and  the  fee-for-service  option  to  help  them 
decide  about  enrolling  in  a  risk  plan.  Cost  and 
benefit  definitions  should  be  standardized  so 
that  beneficiaries  can  better  compare  plans. 
Additionally,  the  Secretary  should  periodically 
assess  whether  such  information  could  be 
improved. 
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The  Medicare  program  is  at  an  important 
crossroads  in  its  evolution.  Never  before  have 
beneficiaries  had  so  many  choices  among 
providers,  sites  of  care,  and  delivery  options.  This 
presents  special  opportunities  and  challenges  for 
policy  makers.  Medical  advances  and  new  ways 
of  providing  health  care  offer  opportunities  to 
improve  the  lives  of  many  Americans.  But  a  num- 
ber of  these  changes  have  contributed  to  dramatic 
escalation  in  health  care  spending.  Medicare  is 
challenged,  therefore,  to  maintain  a  fiscally  sound 
program  while  ensuring  quality  health  care  for 
future  generations. 

ENROLLMENT  OPTIONS 

Medicare  beneficiaries  have  an  array  of  choices 
about  how  they  can  receive  health  care  services. 
Providers  and  new  sites  of  care  are  proliferating  in 
most  areas.  Beneficiaries'  most  important  choice, 
however,  is  between  the  fee-for-service  and  the  risk 
contracting  options.  A  growing  share  of  enrollees 
have  access  to  and  are  joining  managed  care  orga- 
nizations under  the  risk  contracting  program.  At  the 
same  time,  though,  the  vast  majority  of  beneficia- 
ries receive  serv  ices  from  providers  reimbursed  by 
Medicare  on  a  fee-for-service  basis. 

The  incentives  inherent  in  these  two  financing 
and  delivery  schemes  differ.  Fee-for-service 
providers  face  few  direct  controls  over  the  quantity 
and  intensity  of  services  they  furnish.  Indeed, 
financial  incentives  generally  reward  increased  ser- 
vice use  across  multiple  delivery  sites.  Overuse  and 
uncoordinated  services  during  an  episode  of  care 
drive  up  spending  and  may  actually  diminish  the 
quality  of  care.  By  contrast,  the  risk  contracting 
program  rewards  low  service  use  and  the  selection 
of  beneficiaries  who  are  healthier  than  average. 
Quality  concerns  center  on  underutilization  and 
delays  in  receiving  care. 

MEDICARE'S  CHALLENGES 

Policies  to  slow  rapid  expenditure  growth  and  to 
keep  pace  with  the  evolving  health  care  delivery 
system  need  to  account  for  the  different  incentives 
inherent  in  the  program's  two  options.  Improve- 


ments need  to  be  made  to  both  the  fee-for-service 
and  the  risk  contracting  components  to  promote 
cost-effective  health  care  delivery  and  to  set  appro- 
priate payment  amounts.  Further.  Medicare  needs 
to  ensure  that  all  beneficiaries  receive  quality  care 
regardless  of  their  choice. 

Controlling  Medicare  Spending 

The  share  of  Medicare  expenditures  devoted  to 
inpatient  hospital  care  under  the  fee-for-service 
option  has  declined.  The  implementation  of  Medi- 
care's prospective  payment  system  (PPS)  was 
instrumental  in  controlling  hospital  payments.  At 
the  same  time,  expenditures  for  ambulatory  and 
post-acute  care  providers  have  gone  up  dramatical- 
ly, primarily  because  of  increased  use.  The  Medi- 
care program  has  a  responsibility  to  pay  adequate 
rates  to  providers  and  to  promote  the  delivery  of 
care  in  the  most  appropriate  setting.  It  is  difficult, 
however,  to  control  rising  use  and  intensity  under 
the  fee-for-service  option.  Thus,  Medicare  should 
continue  to  explore  new  ways  to  finance  and  deliv- 
er health  care  services. 

PPS  needs  ongoing  adjustments  to  adapt  to  the 
changing  health  care  environment.  As  Medicare 
necessarily  tightens  its  control  over  payments,  the 
distribution  of  those  payments  across  hospitals 
becomes  even  more  important.  Appropriate  distri- 
bution is  required  to  ensure  quality  care  for  Medi- 
care beneficiaries  while  continuing  to  support  goals 
such  as  maintaining  teaching  capacity  and  access  to 
hospitals  that  serve  the  poor. 

Increased  use  has  been  the  major  contributor  to 
fee-for-service  spending  growth  in  ambulatory  and 
post-acute  care  settings.  Case-mix  adjusted 
prospective  payment  systems  would  give  Medicare 
more  control  over  its  expenditures  for  these  ser- 
vices. Medicare  also  needs  to  begin  to  coordinate 
services  across  post-acute  care  sites  and  between 
the  acute  care  hospital  and  other  providers.  One 
way  to  do  this  might  be  through  a  preferred 
provider  organization.  The  Prospective  Payment 
Assessment  Commission  (ProPAC)  and  the  Physi- 
cian Payment  Review  Commission  have  considered 
whether  such  an  option  would  allow  Medicare  to 
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incorporate  managed  care  principles  into  its  fee- 
for-service  program. 

Medicare  faces  different  challenges  with  its  risk 
contracting  option.  Risk  contracting  was  introduced 
both  to  allow  beneficiaries  the  range  of  health  care 
delivery  choices  available  in  the  private  sector  and 
to  afford  savings  to  the  program.  Research  indi- 
cates that  Medicare  spends  more  for  beneficiaries 
enrolled  in  risk  plans,  however,  than  it  would  have 
if  they  had  remained  in  the  fee-for-service  option. 
This  is  partly  because  healthier-than-average  bene- 
ficiaries are  likelier  to  enroll  in  a  risk  plan.  ProPAC 
thus  urges  improved  risk  adjustment  to  capitation 
payments  to  account  for  favorable  risk  selection. 
This  is  necessary  to  ensure  a  fair  allocation  of  pay- 
ments between  Medicare's  fee-for-service  and 
managed  care  options  as  well  as  among  participat- 
ing risk  plans. 

In  addition,  Medicare  needs  to  reconsider  the 
basis  of  its  capitation  amounts.  Fee-for-service 
spending  estimates  are  used  in  calculating  plan 
payments.  This  was  appropriate  when  little  was 
known  about  the  costs  of  providing  services  under 
a  managed  care  option  and  when  enrollment  was 
low.  Current  equity  and  expenditure  concerns,  how- 
ever, necessitate  adjustments  to  this  policy  as  well 
as  longer  term  efforts  to  determine  the  appropriate 
payment  amounts.  Lessons  from  other  payers' 
experience  may  be  useful  for  Medicare  in  this 
endeavor. 

Maintaining  Quality  of  Care 

Continued  pressure  to  control  Medicare  expen- 
ditures, combined  with  rapid  changes  in  the 
financing  and  delivery  of  services,  has  focused 
renewed  attention  on  the  quality  of  care  provided 
to  beneficiaries.  Assessing  and  improving  quality 
continues  to  be  hampered  by  inadequate  informa- 
tion on  appropriate  care  and  the  relationship 
between  services  and  health  outcomes.  This  is 
complicated  further  because  the  incentives  for  pro- 
viding services  differ  for  Medicare's  fee-for- 
service  and  managed  care  options.  In  view  of  these 
factors,  the  Medicare  program  needs  a  comprehen- 
sive approach  to  monitor  the  quality  of  care  deliv- 
ered under  both  options. 

When  Medicare's  Utilization  and  Quality  Control 
Peer  Review  Organization  (PRO)  program  began  in 


1984,  the  primary  role  of  the  PROs  was  to  monitor 
hospitals  for  abuses  related  to  utilization  and  over- 
payment under  PPS.  Over  time,  their  purview  was 
extended  to  monitor  the  care  furnished  in  other 
patient  care  settings  and  under  the  risk  program. 
PROs  performed  this  function  by  reviewing  random 
samples  of  individual  patient  records  for  medical 
necessity,  reasonableness,  and  appropriateness. 
They  were  authorized  to  deny  Medicare  payment 
for  individual  discharges,  take  corrective  action  with 
providers,  or  in  extreme  cases,  recommend  formal 
provider  sanctions. 

In  1993,  the  Health  Care  Financing  Administra- 
tion (HCFA)  restructured  the  PRO  program,  now 
known  as  the  Health  Care  Quality  Improvement 
Program.  Its  goal  is  to  improve  the  quality  of  care 
furnished  to  Medicare  beneficiaries  by  focusing 
on  patient  care  processes  and  outcomes  in  an  edu- 
cational environment  instead  of  on  utilization 
review  in  a  punitive  one.  In  accordance  with  this 
approach,  PROs  now  conduct  pattern  analysis 
with  continuous  feedback  to  providers.  They 
examine  detailed  clinical  data  for  specific  condi- 
tions or  procedures  to  determine  if  local  patterns 
of  care  conform  to  nationally  recognized  stan- 
dards. PROs  collaborate  with  providers  to  identify 
opportunities  to  improve  quality,  develop  and 
implement  corrective  action  plans,  and  evaluate 
the  results.  Although  most  of  their  activities 
involve  assessing  fee-for-service  providers,  PROs 
are  expected  to  conduct  at  least  one  project  during 
their  contract  periods  with  each  risk  contractor  in 
their  review  area. 

Pattern  analysis — the  most  advanced  quality 
assurance  method — is  useful  for  evaluating  care 
delivered  in  both  fee-for-service  and  managed  care 
settings.  By  many  accounts,  the  results  have  been 
positive.  Overall,  the  care  provided  to  Medicare 
beneficiaries  has  improved,  according  to  expert 
opinion.  But  pattern  analysis  neither  identifies  indi- 
vidual instances  of  poor  quality  nor  determines 
what  has  caused  poor  care.  It  can  only  discern  pat- 
terns of  care  that  need  further  investigation. 

PROs  no  longer  perform  random  reviews  of  bene- 
ficiary claims.  As  a  result.  Medicare's  ability  to  iden- 
tify and  sanction  providers  that  do  not  meet  quality 
standards  has  been  weakened.  Medicare  needs  to 
remedy  this  situation  to  fulfill  its  responsibility  to 
ensure  that  beneficiaries  receive  quality  care. 


Recommendation  1:  Ensuring  Quality  of  Care 

The  Medicare  program  needs  to  be  vigilant 
in  monitoring  and  improving  the  quality  of 
care  delivered  to  its  beneficiaries  in  both 
the  fee-for-service  and  risk  contracting 
options.  ProPAC  supports  a  comprehensive 
approach  to  quality  assurance  that  includes 
both  pattern  analysis  and  systematic  review 
of  individual  cases. 

Given  cost-containment  pressures  and  the  rapid 
structural  changes  occurring  in  the  health  care 
financing  and  delivery  system,  Medicare  needs  to 
enhance  its  quality  assurance  activities.  The 
Commission  supports  pattern  analysis  as  a  means 
to  improve  the  overall  quality  of  care  furnished  to 
fee-for-service  and  risk  plan  enrollees.  It 
believes,  however,  that  continuous  quality 
improvement  activities  need  to  be  accompanied 
by  effective  methods  to  identify  and  monitor 


providers  with  questionable  performance.  HCFA 
should  explore  different  options  to  ensure  that 
individual  providers  deliver  adequate  care.  Such 
practices  may  also  help  to  detect  cases  of  fraud 
and  abuse.  Contracting  with  other  entities — 
among  them  state  medical  societies  and  licensing 
agencies,  private  accreditation  bodies  and  utiliza- 
tion review  firms,  and  consumer  groups — to  eval- 
uate poor  performers  may  be  an  appropriate  alter- 
native to  having  PROs  perform  both  of  these 
activities. 

COMMISSION  RECOMMENDATIONS 

ProPAC  is  presenting  42  additional  recommen- 
dations in  this  report.  Chapters  1  and  2  contain 
analyses  and  recommendations  on  fee-for-service 
provider  policies.  Chapter  3  pertains  to  the  Medi- 
care risk  contracting  program.  Individual  commis- 
sioners did  not  always  agree  with  the  majority 
opinion.  The  recommendations,  however,  reflect 
the  collective  judgment  of  the  full  Commission. 
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Since  its  inception,  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  has  provided 
the  Congress  with  annual  recommendations  regard- 
ing Medicare's  hospital  payment  policies.  These 
recommendations  generally  have  addressed  pay- 
ment updates  for  acute  care  hospitals  paid  under 
the  prospective  payment  system  (PPS),  the  struc- 
ture of  other  PPS  payment  components,  and  the 
cost  limits  for  specialized  hospitals  and  units 
excluded  from  PPS.  ProPAC  also  has  made  recom- 
mendations on  Medicare's  payment  methods  and 
amounts  for  hospital  outpatient  services,  and  for 
kidney  dialysis  services  furnished  in  hospital-based 
and  free-standing  dialysis  centers. 

In  this  chapter,  the  Commission  again  presents 
background  information,  recommendations,  and 
supporting  discussion  concerning  Medicare  pay- 
ments to  hospitals  and  certain  ambulatory  care 
providers.  The  chapter  begins  by  summarizing 
recent  trends  in  factors  pertinent  to  payment 
updates  for  PPS  hospitals,  including  their  Medicare 
inpatient  costs,  payments,  and  margins,  as  well  as 
their  total  margins,  which  reflect  revenues  and 
expenses  from  all  sources.  Next,  payment  policies 
for  teaching  hospitals  and  those  that  serve  a  dispro- 
portionate share  of  low-income  patients  are 
addressed.  This  is  followed  by  two  sections  that 
examine,  respectively,  payment  policies  for  hospi- 
tals and  units  excluded  from  PPS  and  for  hospital 
outpatient  services.  The  chapter  concludes  with 
recommendations  on  updating  Medicare  payments 
for  kidney  dialysis  services. 

PPS  HOSPITAL  PAYMENT  RATES 

Under  PPS,  a  hospital  receives  prospectively 
determined  operating  and  capital  payments  for  each 
Medicare  discharge.  Operating  payments  are 
intended  to  cover  the  hospital's  costs  of  furnishing 
inpatient  services,  excluding  costs  for  capital  and 
for  graduate  medical  education  (GME)  and  other 


approved  training  programs.  Capital  payments  are 
designed  to  cover  the  building  and  equipment  costs 
of  inpatient  care  (basically  depreciation,  interest, 
and  rent).  Both  operating  and  capital  payments  are 
based  on  national  average  amounts,  adjusted  for 
factors  like  local  wage  levels  that  contribute  to  cost 
differences  among  areas  and  types  of  hospitals. 

In  this  section,  ProPAC  presents  recommenda- 
tions on  the  appropriate  updates  for  PPS  operating 
and  capital  payment  rates  for  fiscal  year  1998.  In 
developing  its  recommendations,  the  Commission 
considers  anticipated  changes  in  the  prices  hospi- 
tals pay  for  labor  and  other  inputs,  and  other  factors 
that  may  affect  hospitals'  costs  of  providing  inpa- 
tient services.  It  also  weighs  the  overall  level,  dis- 
tribution, and  growth  of  Medicare  spending;  the 
equity  of  PPS  payments  among  hospitals;  and  the 
adequacy  of  payments  for  ensuring  quality  care. 

This  process  entails  examining  hospitals'  Medi- 
care costs,  payments,  and  margins,  as  well  as  total 
margins  and  other  indicators  of  the  overall  environ- 
ment in  which  these  facilities  operate.1  The  data 
from  recent  years  suggest  that  the  hospital  industry 
is  changing  rapidly  in  response  to  the  cumulative 
financial  pressures  imposed  by  private  payers  and 
Medicare's  PPS.  This  trend  has  implications  for 
hospitals'  operations,  for  their  interactions  with 
other  types  of  providers,  and  for  access  to  services 
by  Medicare  beneficiaries  and  other  populations. 

Trends  in  Costs,  Payments,  and  Margins 

Remarkable  changes  are  occuring  in  hospital 
costs.  In  1994,  PPS  hospitals'  Medicare  inpatient 
operating  costs  per  discharge  actually  decreased  for 
the  first  time  (see  Figure  l-l).2  Preliminary  data  for 
1995  show  this  trend  has  continued.  These  declines 
of  1.3  percent  and  1.2  percent,  respectively,  were 
almost  4  percentage  points  below  the  overall  infla- 
tion rate  as  measured  by  the  consumer  price  index.3 
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Figure  1-1.  Annual  Change  in  Medicare 

Operating  Costs  Per  Discharge, 
First  12  Years  of  PPS  (In  Percent) 


1985 


1987 


Nominal 


1989 


1991 


1993  1995* 


-a-  -     Real  (adusted  for  inflation) 


Based  on  preliminary  data  and  subject  to  revision. 

SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the  Health 
Care  Financing  Administration. 
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Figure  1-2.  Cumulative  Increases  in  PPS 

Operating  Payments  and  Costs 
Per  Discharge,  First  12  Years 
of  PPS  (In  Percent) 


~l  T 

1985      1987      1989      1991      1993  1995 

Year 


Payments        —  ±—      Market  basket 
Costs  — ♦ —    PPS  update  factor 


Reduced  cost  growth  partly  reflects  changes  in  the 
amount  and  timing  of  services  furnished  during  inpa- 
tient stays.  The  average  length  of  stay  has  dropped 
sharply  since  1990.  Moreover,  the  decline  has  been 
steeper  for  patients  who  are  65  or  older  than  for 
younger  ones  (22  percent  compared  with  12  percent). 
Shorter  stays  are  due  to  a  combination  of  more  appro- 
priate discharge  policies  and  improvements  in  hospital 
productivity.  These  are  reflected  in  earlier  discharges 
to  post-acute  care  settings  for  some  patients,  better 
scheduling  of  inpatient  services,  and  the  use  of  less- 
invasive  surgical  techniques  and  more  effective  drugs. 

Hospitals'  motivation  to  control  their  costs  is 
commonly  attributed  to  private  payers'  unwilling- 
ness to  make  ever-higher  payments.  Abetted  by 
widespread  excess  capacity,  this  has  fostered  greater 
competition  among  hospitals  and  other  providers. 

For  many  years,  however,  payment  pressure  was 
applied  primarily  by  Medicare  and,  to  some  extent, 
by  Medicaid.  From  1985  to  1991,  PPS  payments 
per  case  increased  at  a  slower  rate  than  correspond- 
ing per  case  operating  costs  (see  Figure  1-2).  This 
occurred  as  the  Congress  held  annual  PPS  payment 
updates  below  the  growth  in  the  market  basket 
index,  which  measures  inflation  in  the  prices  of 
goods  and  services  hospitals  purchase  to  provide 


Note:  The  PPS  market  basket  and  update  factor  are  for  the  corresponding 
Federal  fiscal  year.  Payments  and  costs  are  estimated  for  1995  and 
subject  to  revision. 

SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the 
Health  Care  Financing  Administration. 

inpatient  care.  Annual  growth  in  payments  per  case 
was  higher  than  the  update  because  the  average 
complexity  of  hospitals'  cases  continued  to 
increase,  and  because  policy  changes  raised  pay- 
ments to  some  hospital  groups. 

The  disparity  between  the  payment  and  cost 
growth  rates  led  to  steadily  declining  PPS  margins 
(see  Figure  1-3).  Hospitals  generally  covered  esca- 
lating Medicare  losses  through  higher  payments 
from  private  payers.  This  was  reflected  in  the  aggre- 
gate payment  to  cost  ratio  for  these  payers,  which 
rose  from  116  percent  in  1986  to  131  percent  in 
1992. 4  Hospitals  thus  were  able  to  maintain  fairly 
stable  total  margins  (see  Figure  1-4).  Although  the 
average  total  margin  for  all  PPS  hospitals  fell  from 
a  historic  high  of  7.3  percent  in  1984  to  about  3.6 
percent  between  1987  and  1990,  it  remained  higher 
than  it  had  been  before  PPS  was  implemented. 

In  the  early  1990s,  private  insurers  increasingly 
began  to  limit  their  payments  to  hospitals.  The 
combined  pressure  from  public  and  private  payers 
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Figure  1-3.  PPS  Margins  for  All  Hospitals,  First 
12  Years  of  PPS  (In  Percent) 


"  Based  on  preliminary  data  and  subject  to  revision. 

SOURCE:  ProPAC  analysis  ot  Medicare  Cost  Report  data  from  the 
Health  Care  Financing  Administration. 


Figure  1-4.  Total  Margins  for  All  Hospitals, 

First  12  Years  of  PPS  (In  Percent) 


1995* 


Based  on  preliminary  data  and  subject  to  revision. 

SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the 
Health  Care  Financing  Administration. 


had  a  dramatic  effect.  In  1992,  the  growth  rates  of 
Medicare  costs  and  payments  per  case  were  the 
same.  Over  the  next  three  years,  payment  increases 
remained  low,  but  cost  increases  were  even  lower, 
resulting  in  rising  PPS  margins. 

During  this  period,  uncompensated  care  losses 
stayed  constant  and  Medicaid  losses  declined. 
These  trends,  combined  with  restrained  cost  growth, 
allowed  hospitals  to  absorb  smaller  payment 
increases  from  private  insurers  without  experiencing 
overall  financial  deterioration.  The  payment  to  cost 
ratio  for  private  payers  fell  from  a  peak  of  131  per- 
cent in  1992  to  124  percent  in  1994,  while  total 
margins  rose.  Preliminary  data  from  1995  suggest 
that  total  margins  have  continued  to  increase. 

These  trends  portray  a  hospital  industry  that  is 
quickly  adapting  to  a  more  competitive  environment, 
changing  its  practice  patterns,  reducing  costs  and,  at 
least  for  now.  improving  financial  performance. 
Against  this  backdrop,  the  Commission  presents  its 
recommendations  on  updating  the  PPS  operating 
and  capital  payment  rates  for  fiscal  year  1998. 

Operating  Payment  Rates 

ProPAC  is  mandated  by  law  to  report  to  the  Con- 
gress annually  on  the  appropriate  updates  for  inpa- 


tient hospital  payment  rates  under  PPS.  In  this  sec- 
tion, the  Commission  discusses  its  views  on  the 
update  to  the  operating  payment  rates.  These  rates 
are  the  basis  for  determining  the  payments  each 
hospital  receives  for  the  inpatient  operating  costs  it 
incurs  in  treating  Medicare  patients. 

The  Omnibus  Budget  Reconciliation  Act 
(OBRA)  of  1993  was  the  latest  legislation  enacted 
to  set  PPS  payment  updates.  In  OBRA  1993,  the 
annual  updates  through  fiscal  year  1997  were  set 
below  the  projected  rise  in  the  PPS  hospital  market 
basket  index.  The  fiscal  year  1997  update  was 
equal  to  the  market  basket  increase  minus  0.5  per- 
centage points,  or  2.0  percent.  This  amount  was 
higher  than  that  proposed  by  either  the  President  or 
the  Congress  in  their  legislative  packages  last  year. 
However,  because  no  legislation  was  passed,  the 
OBRA  1993  update  was  left  in  place.  Absent  new 
legislation,  the  updates  for  fiscal  year  1998  and 
beyond  will  equal  the  forecasted  rise  in  the  market 
basket  index. 

ProPAC's  annual  update  recommendation  for 
PPS  operating  rates  is  based  on  an  analytic  frame- 
work that  accounts  for  how  various  factors  may 
affect  hospital  inpatient  costs.  These  factors 
include  hospital  input  price  inflation,  scientific  and 
technological  advances  (S&TA),  productivity 
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improvements  and  changes  in  the  mix  and  quantity 
of  services  provided,  and  case-complexity  trends. 
(Appendix  A  discusses  each  component  of  the 
update  framework  in  more  detail.)  The  Commis- 
sion also  considers  how  its  decisions  may  affect 
access  to  and  quality  of  patient  care. 

The  projected  market  basket  increase  indicates 
how  much  inpatient  operating  costs  would  be 
expected  to  rise  if  the  resources  hospitals  use  to 
provide  care  and  the  types  of  patients  they  treat  did 
not  change.  However,  new  technologies  may  be 
introduced  or  further  diffused  among  hospitals,  or 
additional  uses  may  be  developed  for  existing  tech- 
nologies. Scientific  advances  that  enable  hospitals 
to  improve  quality  of  care  often  require  more 
resources.  In  ProPAC's  view,  payments  should  be 
increased  to  recognize  these  innovations  so  that 
hospitals  are  not  discouraged  from  adopting  them 
merely  because  they  raise  costs. 

The  Commission's  framework  also  reflects  its 
belief  that  hospitals  should  be  able  to  increase  their 
productivity  by  improving  management  techniques 
and  taking  advantage  of  technologies  that  reduce 
costs.  As  they  do  so,  the  Medicare  program  ought 
to  share  in  the  savings.  Moreover,  structural 
changes  occurring  throughout  the  health  care  sector 
may  affect  the  role  hospitals  play  in  delivering 
care.  Hospitals  may  respond  by  changing  the  quan- 
tity and  mix  of  services  they  furnish  during  an 
inpatient  stay.  As  this  occurs,  ProPAC  may  recom- 
mend an  adjustment  to  the  annual  PPS  update  to 
account  for  changes  in  the  services  being  provided 
to  Medicare  patients. 

In  addition,  the  complexity  of  cases  treated  in  the 
hospital  goes  up  from  year  to  year.  Case  complexity 
is  measured  by  the  Medicare  case-mix  index  (CMI), 
which  reflects  the  distribution  of  patients  among 
diagnosis-related  groups  (DRGs).  Under  PPS, 
increases  in  the  CMI  automatically  result  in  a  pro- 
portionate rise  in  payments.  The  Commission  thinks 
this  is  appropriate  as  long  as  CMI  growth  reflects 
real  changes  in  patient  resource  requirements.  How- 
ever, improvements  in  hospitals'  coding  practices 
can  raise  the  CMI  without  a  change  in  resource  use. 
Conversely,  rising  case  complexity  within  the  DRGs 
may  increase  resource  use  without  changing  the 
CMI  or  payments.  When  these  changes  occur, 
ProPAC  makes  an  adjustment  to  the  annual  update 
to  account  for  their  effects  on  payments  and  costs. 


This  adjustment  is  intended  to  provide  an  adequate 
level  of  payment  in  the  forthcoming  year,  after 
accounting  for  changes  in  these  factors  during  the 
current  year. 

The  sum  of  these  components  provides  an  appro- 
priate increase  in  the  operating  payment  rates  for 
the  coming  year,  consistent  with  reasonable  expec- 
tations about  the  growth  in  costs  per  discharge. 
This  update  should  allow  hospitals  to  adapt  to  their 
environment  while  encouraging  continued 
improvements  in  efficiency.  The  Commission's 
analytic  framework  thus  yields  update  recommen- 
dations that  balance  the  program's  need  to  be  both 
a  fair  payer  and  a  prudent  purchaser. 

Recommendation  2:  Updating  PPS  Operating 
Payment  Rates 

For  fiscal  year  1998,  the  update  for  PPS 
operating  payment  rates  should  be  zero. 
This  level  reflects  projected  inflation  in  the 
prices  of  hospital  inputs  and  the  Commis- 
sion's judgments  about  the  likely  effects  of 
scientific  and  technological  advances,  pro- 
ductivity improvements  and  service 
changes,  and  changes  in  the  mix  of  patients 
treated. 

The  Commission  believes  a  zero  update  would 
allow  hospitals  to  continue  furnishing  quality  care 
to  Medicare  beneficiaries  while  simultaneously  ful- 
filling Medicare's  responsibility  to  act  as  a  prudent 
purchaser.  This  amount  falls  within  the  range  indi- 
cated by  ProPAC's  analytic  framework,  which  sug- 
gests an  update  between  -0.6  percent  and  1.4  per- 
cent for  fiscal  year  1998  (see  Table  1-1). 

The  operating  update  is  based  on  the  projected 
increase  in  the  PPS  hospital  market  basket  index. 
The  current  forecast  for  fiscal  year  1998  is  2.8  per- 
cent. The  Commission's  update  framework  also 
includes  two  adjustments  related  to  the  market 
basket  forecast.  The  first  of  these  addresses  differ- 
ences between  the  approaches  used  by  ProPAC 
and  the  Health  Care  Financing  Administration 
(HCFA)  in  constructing  the  index.  The  Commis- 
sion believes  the  index  should  equally  reflect 
expected  growth  in  employee  compensation  in  the 
hospital  industry  and  in  the  general  economy, 
while  HCFA  gives  less  weight  to  the  hospital 
industry  projections.  However,  since  the  forecasts 


Table  1-1.  Update  Framework  for  PPS  Operating  Payments,  Fiscal  Year  1998 
(In  Percent) 


Components  of  the  update 

Fiscal  year  1998  HCFA  PPS  hospital  market  basket  forecast*  2.8% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets   0.0 

Correction  for  fiscal  year  1996  forecast  error    -0.8 

Allowance  for  scientific  and  technological  advances   0.4 

Adjustment  for  productivity  and  service  change    -3.0  to -1.0 

Net  adjustment  for  case-mix  change  in  fiscal  year  1997    0.0 

Total  PPS  operating  update   -0.6  to  1 .4 


•  The  market  basket  forecast  was  supplied  by  the  Hearth  Care  Financing  Administration,  Office  of  the  Actuary,  December  1996.  This 
forecast  ps  subject  to  change  as  more  current  data  become  available. 


for  the  two  versions  of  the  index  are  currently 
identical,  no  adjustment  is  necessary  at  this  time. 

ProPAC  also  makes  an  adjustment  to  account  for 
errors  in  previous  market  basket  forecasts  that  inap- 
propriately raised  or  lowered  PPS  operating  pay- 
ment rates.  Neither  hospitals  nor  the  Medicare  pro- 
gram should  permanently  bear  the  financial 
consequences  of  such  errors.  Therefore,  substantial 
errors  (those  exceeding  0.25  percentage  points)  in 
previous  forecasts  should  be  corrected  when  actual 
data  become  available,  which  is  two  years  after 
they  are  applied  to  payments.  The  fiscal  year  1996 
market  basket  forecast  was  3.5  percent,  while  the 
actual  increase  was  2.7  percent.  The  rates  thus  were 
set  0.8  percentage  points  too  high,  and  should  now 
be  reduced  accordingly. 

ProPAC  also  adjusts  for  anticipated  scientific  and 
technological  advances.  This  is  a  future-oriented 
policy  adjustment  intended  to  provide  additional 
funds  for  hospitals  to  adopt  health  care  innovations 
that  enhance  quality  but  raise  costs.  The  Commis- 
sion's allowances  for  scientific  and  technological 
advances  in  past  years  have  ranged  from  0.3  to  1.0 
percentage  points.  Today's  cost-competitive  envi- 
ronment may  make  hospitals  evaluate  expensive 
technologies  more  closely  before  adopting  them. 
ProPAC  therefore  believes  this  factor  will  con- 
tribute about  0.4  percentage  points  to  hospital  inpa- 
tient costs  in  fiscal  year  1998. 

The  Commission  then  subtracts  an  amount  for 
expected  improvements  in  productivity.  The  adjust- 


ment is  a  future-oriented  policy  target,  intended  to 
provide  hospitals  with  incentives  to  be  more  pro- 
ductive. This  target  generally  is  based  on  the  per- 
formance of  other  service-oriented  industries.  In 
the  past,  ProPAC  has  expected  hospitals  to  achieve 
productivity  gains  ranging  from  0.5  percent  to  2.0 
percent  per  year.  The  amount  of  the  target,  howev- 
er, is  set  so  that  hospitals  and  the  Medicare  pro- 
gram share  equally  in  the  savings.  The  productivity 
adjustment  thus  has  been  half  the  expected  produc- 
tivity increase,  ranging  from  -0.3  to  -1.0  percent- 
age points. 

This  year,  in  evaluating  productivity  trends,  the 
Commission  has  also  considered  changes  in  the 
services  hospitals  furnish.  As  noted  earlier,  some  of 
the  recent  decline  in  hospitals'  inpatient  operating 
costs  may  be  because  they  provide  fewer  services 
during  an  inpatient  stay.  To  the  extent  this  has 
occurred,  payments  in  the  coming  year  should  be 
adjusted  to  better  reflect  the  reduced  service  con- 
tent of  hospitals'  Medicare  discharges. 

The  role  of  the  hospital  inpatient  setting  in  the 
continuum  of  care  differs  from  the  past.  Hospital 
length  of  stay  for  Medicare  beneficiaries  has 
dropped  substantially  since  1990.  Patients  with 
shorter  stays  consume  fewer  resources,  including 
medication,  nursing  hours,  meals,  and  the  like.  But 
the  costs  that  are  no  longer  incurred  are  still  reflect- 
ed in  the  current  payment  rates.  Coinciding  with 
the  drop  in  length  of  stay,  beneficiaries'  use  of  hos- 
pital outpatient  services  and  post-acute  care  has 
soared.  Moreover,  length  of  stay  declines  have  been 
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greater  in  DRGs  associated  with  substantial  post- 
acute  care  use,  suggesting  a  shift  in  care  from  hos- 
pital inpatient  to  post-acute  settings.  Other  factors 
also  may  have  contributed  to  shortened  hospital 
stays  and  a  change  in  the  services  hospitals  deliver. 
These  include  expanded  use  of  particular  technolo- 
gies, like  endoscopic  procedures  instead  of  open 
surgical  procedures,  that  promote  improved  func- 
tion and  faster  recovery. 

The  payment  rates,  therefore,  continue  to  reflect 
care  that  is  no  longer  being  furnished  as  part  of  the 
hospital  stay.  For  Medicare  to  be  a  responsible  pur- 
chaser, in  ProPAC's  view,  payment  updates  must  be 
adjusted  to  remove  differences  between  the  hospital 
services  being  paid  for  and  those  actually  being 
provided.  At  the  same  time,  hospitals  need  to  con- 
tinue to  improve  their  productivity.  In  the  Commis- 
sion's judgment,  accounting  for  both  productivity 
improvements  and  service  change  requires  an 
adjustment  in  the  update  of  between  -1.0  and  -3.0 
percentage  points. 

The  final  component  of  ProPAC's  update  frame- 
work is  the  case-mix  adjustment.  As  noted  earlier, 
this  component  is  designed  to  adjust  the  level  of 
next  year's  payment  rates  to  account  for  the  effects 
of  this  year's  changes  in  coding  practices  and  in 
real  within-DRG  case  complexity.  Recent  changes 
in  hospitals'  coding  practices  have  had  less  of  an 
effect  on  the  CMI  than  in  the  past.  This  is  largely 
because  the  last  major  revision  to  the  DRGs  was 
implemented  six  years  ago,  and  hospitals'  respons- 
es to  these  events  tend  to  diminish  over  time. 
Increases  in  within-DRG  case  complexity  during 
1997  are  also  likely  to  be  minor  because  refine- 
ments to  the  DRGs  have  improved  their  ability  to 
capture  real  changes  in  this  complexity.  Conse- 
quently, current  increases  in  the  CMI  due  to 
changes  in  coding  are  likely  to  offset  any  rise  in 
within-DRG  case  complexity  that  the  CMI  does  not 
capture.  As  a  result,  the  case-mix  adjustment  for 
fiscal  year  1998  is  zero. 

Given  these  values  for  the  update  components, 
the  Commission  believes  the  PPS  operating  update 
could  be  held  to  zero  for  fiscal  year  1998  without 
unfavorable  consequences  for  either  the  hospital 
industry  or  care  to  Medicare  beneficiaries.  The 
delivery  of  care  likely  will  continue  to  change  as 
more  inpatient  hospital  days  are  replaced  with  care 
in  other  settings  or  are  eliminated  altogether. 


Medicare  payments  need  to  reflect  this  change. 
Hospital  occupancy  rates  also  remain  relatively 
low  in  the  aggregate,  suggesting  system  overca- 
pacity and  ongoing  opportunities  for  hospital  pro- 
ductivity improvements.  Moreover,  the  latest 
financial  data  show  PPS  margins  rising  to  their 
highest  levels  since  the  first  two  years  of  PPS;  total 
margins  have  also  gone  up. 

Although  ProPAC  believes  the  update  should  be 
zero  for  fiscal  year  1998,  its  recommendation 
applies  for  only  one  year.  It  may  be  risky  to  keep 
the  payment  rates  at  current  levels  for  a  longer  peri- 
od. A  major  concern  is  uncertainty  about  the  future 
and  the  extent  of  changes  in  productivity  and  ser- 
vice delivery  hospitals  will  achieve.  ProPAC  will 
continue  to  monitor  hospital  financial  condition  to 
ensure  that  quality  of  and  access  to  care  do  not  suf- 
fer. 

It  should  be  noted  that  the  growth  in  per  case 
payments  each  year  is  greater  than  the  PPS  update. 
This  is  because  increases  in  the  Medicare  CMI 
result  in  a  proportional  rise  in  hospital  payments. 
Therefore,  if  the  CMI  continues  to  grow  at  its  cur- 
rent rate,  payments  per  case  will  increase  about  1 .9 
percent  in  fiscal  year  1998,  despite  a  zero  update. 

Capital  Payment  Rates 

In  fiscal  year  1992,  Medicare  began  paying  PPS 
hospitals  for  inpatient  capital  costs  based  on 
prospectively  determined,  per  case  rates.  In  this 
section,  ProPAC  discusses  its  views  on  setting 
appropriate  capital  payment  rates  for  fiscal  year 
1998.  These  rates  will  determine  the  payments 
each  hospital  receives  for  building  and  equipment 
costs  incurred  in  furnishing  inpatient  services  to 
Medicare  patients.  Such  costs  consist  of  deprecia- 
tion, interest,  and  rent,  as  well  as  certain  related 
expenses  for  taxes  and  insurance. 

Medicare's  capital  prospective  payment  system 
is  in  the  midst  of  a  10-year  transition,  which  will 
end  in  2002  with  all  PPS  hospitals  paid  fully  on  the 
basis  of  national  prospective  rates.5  In  the  mean- 
time, hospitals  are  paid  one  of  several  different 
ways.  Those  with  relatively  low  capital  costs  in  the 
1992  base  year  (59  percent  of  all  hospitals)  receive 
a  blended  rate  that  reflects  both  the  hospital's  own 
historical  costs  (the  hospital-specific  rate)  and  the 
national  average  cost  experience  (the  Federal  capital 
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rate).6  Hospitals  with  high  base  year  capital  costs 
are  paid  either  100  percent  of  the  Federal  rate  (28 
percent  of  all  hospitals)  or  an  amount  based  on  their 
current  Medicare  capital  costs  (13  percent  of  all 
hospitals).  All  hospitals  are  also  eligible  for  excep- 
tions payments,  which  are  intended  to  ensure  that 
PPS  payments  cover  at  least  a  minimum  percentage 
of  their  current  capital  costs. 

The  capital  PPS  was  mandated  in  OBRA  1990. 
This  legislation  also  included  a  budget  neutrality  pro- 
vision for  fiscal  years  1992  through  1995.  It  required 
setting  payment  rates  each  year  so  that  total  projected 
payments  would  equal  90  percent  of  hospitals'  aggre- 
gate projected  Medicare  inpatient  capital  costs. 

The  hospital-specific  and  Federal  base  payment 
rates  for  fiscal  year  1992  were  calculated  from 
1989  Medicare  Cost  Reports,  the  latest  available 
data  at  the  time.  The  amounts  for  1989  were  then 
updated  by  the  estimated  increase  in  costs  between 
1989  and  1992.  For  fiscal  years  1993  through  1995. 
the  base  payment  rates  were  updated  by  estimates 
of  the  industrywide  historical  rise  in  capital  costs. 

Subsequent  cost  report  data  indicated  that  capital 
costs  had  grown  less  rapidly  than  projected 
between  1989  and  1992.  Consequently,  the  1992 
base  payment  rates  were  set  too  high.  The  Con- 
gress responded  by  reducing  the  base  payment 
rates  by  7.4  percent  in  OBRA  1993.  Complete  data 
for  1992,  however,  now  show  that  the  overstate- 
ment was  twice  as  large  as  the  early  estimates  sug- 
gested. As  a  result,  the  base  payment  rates  are  still 
higher  than  the  Congress  intended. 

In  addition,  the  updates  applied  for  fiscal  years 
1993  through  1995  were  much  higher  than  either 
HCFAs  or  ProPAC's  update  framework  would  have 
produced  for  the  same  period.  The  Commission  has 
always  recommended  setting  each  year's  capital 
payment  rates  by  applying  an  analytically  deter- 
mined update  to  an  appropriate  base  payment  rate. 
If  this  approach  had  been  taken  from  1993  through 
1995,  the  current  base  payment  rates  would  be  sub- 
stantially lower.  In  ProPAC's  opinion,  the  current 
payment  rates  are  inappropriately  high  and  the 
excess  amounts  built  into  the  rates  should  not  be 
carried  forward  in  future  payments. 

Although  the  base  payment  rates  were  too  high, 
neither  hospitals  nor  the  Medicare  program  was 


much  affected  through  fiscal  year  1995  because  the 
budget  neutrality  requirement  limited  payments. 
When  this  provision  expired  in  1996,  however,  the 
Federal  capital  payment  rates  jumped  by  22.6  per- 
cent, compared  with  those  in  effect  for  the  previous 
year. 

Last  year,  both  the  Congress  and  the  President 
proposed  sharp  reductions  in  those  payment 
rates.  The  congressional  proposal  would  have 
lowered  the  rates  while  extending  and  tightening 
the  budget  neutrality  requirement  through  fiscal 
year  2002.  The  Administration  proposed  to 
make  larger  adjustments  to  the  initial  payment 
rates,  without  reimposing  a  budget  neutrality 
provision.  Since  Medicare  legislation  was  not 
enacted,  however,  these  proposals  were  not 
implemented. 

Recommendation  3:  Setting  Appropriate  PPS 
Capital  Payment  Rates 

Prospective  capital  payment  rates  for  fiscal 
year  1998  should  be  set  by  revising  the  cur- 
rent payment  rates  and  then  applying  an 
update  factor.  These  revisions  would  cor- 
rect for  flaws  in  the  data  and  the  updating 
method  applied  in  past  years.  As  a  result, 
the  capital  payment  rates  would  be  reduced 
by  15  percent  to  17  percent. 

The  current  capital  payment  rates  are  from  15 
percent  to  17  percent  too  high.  If  they  are  not  cor- 
rected, the  excess  amounts  will  be  carried  into 
future  years,  resulting  in  continued  overpayments 
to  hospitals. 

The  payment  rates  reflect  the  combined  impact  of 
two  errors.  The  first  is  the  7.4  percent  overstatement 
of  the  fiscal  year  1992  base  payment  rates  that  still 
remains  after  the  OBRA  1993  correction.  The  sec- 
ond error  results  from  applying  updates  for  fiscal 
years  1993  through  1995  that  were  based  on  histori- 
cal cost  trends,  instead  of  on  an  update  framework. 
The  advantage  of  an  update  framework  is  that  it 
accounts  for  anticipated  changes  in  factors  that 
should  affect  hospitals'  costs,  rather  than  actual  cost 
growth.  Updates  based  on  a  framework  thus  reflect 
projected  input  price  inflation  and  reasonable  expec- 
tations about  improvements  in  productivity,  as  well 
as  changes  in  the  nature  of  the  services  provided. 
Applying  updates  based  on  historical  cost  trends  was 
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especially  inappropriate  because  the  objective  of  the 
capital  PPS  was  to  change  hospital  behavior. 

There  are  several  ways  to  adjust  the  current  base 
payment  rates  to  achieve  more  appropriate  payment 
levels.  The  1992  base  year  capital  payment  rates 
could  be  corrected  to  reflect  actual  costs  for  fiscal 
year  1992,  and  updated  to  1997  using  HCFA's 
update  framework.  The  latter  step  would  involve 
substituting  updates  based  on  this  framework  for 
the  cost  trend  updates  originally  applied  in  fiscal 
years  1993  through  1995.  The  actual  cumulative 
update  for  these  years  was  13.1  percent,  compared 
with  a  4.2  percent  increase  suggested  by  HCFA's 
update  framework.  Implementing  both  of  these 
changes,  therefore,  would  lower  the  Federal  base 
payment  rates  by  about  15  percent. 

Alternatively,  the  base  capital  payment  rates 
could  be  replaced  by  the  actual  rates  used  in  fiscal 
year  1995,  which  were  reduced  by  the  OBRA  1990 
budget  neutrality  requirement.  These  rates  then 
could  be  updated  to  1997  using  HCFAs  update 
framework.  This  method  would  lower  the  Federal 
payment  rates  by  about  16  percent. 

Under  a  third  approach,  the  budget  neutrality 
requirement  would  be  reinstated  for  fiscal  year 
1998  and  later  years.  This  would  be  similar  to  the 
proposal  included  in  the  Congress's  legislative 
package  last  year.  The  Federal  base  payment  rates 
would  be  adjusted  so  that  anticipated  aggregate 
capital  payments  would  equal  90  percent  of  hospi- 
tals' projected  total  Medicare  inpatient  capital 
costs.  As  a  result,  the  Federal  capital  payment 
rates  for  1998  would  be  reduced  by  about  17  per- 
cent. Although  this  policy  would  lower  the  Federal 
rates  by  an  appropriate  amount,  future  increases  in 
the  rates  would  continue  to  be  tied  to  changes  in 
hospitals'  capital  costs.  This  approach  thus  would 
be  inconsistent  with  the  intent  of  prospective  pay- 
ment, which  is  to  break  the  link  between  Medi- 
care's capital  payments  and  hospitals'  actual  capi- 
tal costs. 

All  of  these  methods  would  also  apply  to  the 
hospital-specific  rates.  Any  of  them  would  correct 
the  overstatement  of  the  payment  rates  that  resulted 
from  data  errors  and  the  inappropriate  use  of  histor- 
ical cost  updates.  The  reduced  payment  rates  would 
be  more  consistent  with  the  intent  of  the  capital 
prospective  payment  system. 


Recommendation  4:  Updating  PPS  Capital  Pay- 
ment Rates 

For  fiscal  year  1998,  the  update  for  PPS 
capital  payment  rates  should  be  zero.  This 
update  should  be  applied  to  appropriately 
revised  base  payment  rates.  The  update 
reflects  projected  inflation  in  the  prices  of 
hospital  capital  inputs  and  the  Commis- 
sion's judgments  about  the  likely  effects  of 
trends  in  long-term  interest  rates,  scientific 
and  technological  advances,  productivity 
improvements  and  service  changes,  and 
changes  in  the  mix  of  patients  treated. 

A  zero  update  applied  to  revised  base  rates  would 
permit  hospitals  to  maintain  quality  of  care  while 
meeting  Medicare's  responsibility  to  act  as  a  prudent 
purchaser.  This  update  is  within  the  -0.2  percent  to 
1.8  percent  range  suggested  for  fiscal  year  1998  by 
ProPAC's  capital  update  framework  (see  Table  1-2). 

Like  the  operating  update  framework,  ProPAC's 
capital  update  framework  considers  how  various 
factors  may  affect  hospitals'  Medicare  inpatient 
capital  costs  during  the  coming  year.  Among  these 
are  anticipated  changes  in  capital  asset  prices  (the 
capital  market  basket  forecast),  scientific  and  tech- 
nological advances,  productivity  and  service 
changes,  and  case-mix  change.  Some  of  these  com- 
ponents have  different  values  when  applied  to  capi- 
tal. 

The  Commission  develops  its  capital  update  rec- 
ommendation partly  on  the  basis  of  the  projected 
increase  in  its  capital  market  basket  index.  This 
index  differs  from  HCFA's  in  that  it  reflects  antici- 
pated changes  in  capital  prices  for  the  forthcoming 
year,  rather  than  average  price  changes  over  a 
longer  period.  Moreover,  ProPAC's  market  basket 
excludes  fluctuations  in  interest  rates.  The  latter  are 
handled  separately,  through  the  Commission's 
financing  policy  adjustment. 

As  of  January  1997,  the  projected  increase  in 
ProPAC's  capital  market  basket  index  for  fiscal 
year  1998  is  2.4  percent.  The  Commission  adjusts 
this  amount  when  a  substantial  error  (exceeding 
0.25  percentage  points)  in  a  previous  market  basket 
forecast  has  inappropriately  affected  the  capital 
payment  rates.  Since  the  most  recent  forecast  error 
(0.2  percentage  points  for  fiscal  year  1996)  was 


25 

Table  1-2.   Update  Framework  for  PPS  Capital  Payments,  Fiscal  Year  1998 
(In  Percent) 


Components  of  the  update 

Fiscal  year  1998  ProPAC  PPS  capital  market  basket  forecasf   2.4% 

Correction  for  fiscal  year  1 996  forecast  error   0.0 

Financing  policy  adjustment   0.0 

Allowance  for  scientific  and  technological  advances"  0.4 

Adjustment  for  productivity  and  service  change"   -3.0  to -1.0 

Net  adjustment  for  case-mix  change  in  fiscal  year  1997"    0.0 

Total  PPS  capital  update   -0.2  to  1.8 


*  The  market  basket  was  developed  by  ProPAC.  The  forecast  was  supplied  by  the  Health  Care  Financing  Administration.  Office  of  the 
Actuary.  December  1996.  This  forecast  is  subject  to  change  as  more  current  data  become  available. 

=  Saentrfic  and  technological  advances,  productivity  and  service  change,  and  case-mix  change  adjustments  are  identical  to  those  used  in 
the  PPS  operating  payment  update. 


less  than  the  threshold,  no  correction  is  required  for 
fiscal  year  1998. 

ProPAC's  update  framework  also  includes  a 
financing  policy  adjustment  to  account  for  the 
effects  of  prolonged  changes  in  long-term  interest 
rates.  Short-term  fluctuations  in  interest  rates 
should  not  affect  hospitals'  inpatient  capital  costs. 
However,  large  changes  that  are  expected  to  persist 
can  create  substantial  financial  burdens  or  windfalls 
for  hospitals.  Extended  periods  of  unusually  high 
rates,  for  instance,  could  force  hospitals  to  choose 
between  postponing  needed  renovation  projects  or 
incurring  indebtedness  beyond  what  Medicare 
would  support.  The  financing  policy  adjustment 
would  increase  the  capital  update  in  such  circum- 
stances. Unusually  low  interest  rates  would  allow 
hospitals  to  refinance  debt,  thereby  reducing  their 
costs.  Under  these  circumstances,  the  adjustment 
would  lower  the  payment  update,  allowing  Medi- 
care to  share  in  the  savings. 

Interest  rates  on  30-year  Treasury  bonds  have 
been  relatively  stable,  hovering  near  their  long-run 
average  throughout  the  last  five  years.  The  Commis- 
sion believes  these  rates  are  likely  to  remain  stable  in 
the  near  term.  Therefore,  a  financing  policy  adjust- 
ment of  zero  is  appropriate  for  fiscal  year  1998. 

ProPAC  recognizes  that  future  hospital  capital 
investments  may  include  more  costly,  quality- 


enhancing  medical  technology.  The  capital  update 
framework  adjusts  payments  to  reflect  the  expected 
effect  of  such  changes  during  the  forthcoming  year. 
In  the  Commission's  view,  the  same  adjustment  for 
advances  in  science  and  technology  should  be 
applied  to  both  the  operating  and  the  capital 
updates.  Consequently,  the  capital  payment  rates 
should  be  increased  0.4  percentage  points  to  offset 
the  higher  annual  costs  of  new  technologies. 

The  Commission's  productivity  adjustment  rec- 
ognizes that  hospitals  need  to  adapt  their  capital 
stock  to  a  health  care  environment  in  which  there  is 
less  demand  for  inpatient  services.  At  the  same 
time,  the  payment  rates  should  be  adjusted  for 
changes  in  the  quantity  and  mix  of  inpatient  ser- 
vices hospitals  provide.  ProPAC  believes  the  capital 
update  should  reflect  the  same  adjustment  for 
expected  productivity  improvements  and  hospital 
service  changes  as  the  operating  payment  update. 
This  results  in  an  adjustment  of  -1.0  to  -3.0  per- 
centage points  in  fiscal  year  1998. 

ProPAC's  capital  update  framework  also 
includes  adjustments  for  changes  in  hospital  case 
mix.  As  with  the  operating  update  framework,  this 
adjustment  offsets  the  effects  of  coding  and  report- 
ing improvements  that  drive  up  hospitals'  payments 
without  affecting  their  costs.  It  also  raises  pay- 
ments to  recognize  increases  in  within-DRG  case 
complexity,  which  are  not  captured  by  Medicare's 
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CMI.  Since  these  effects  are  likely  to  be  small  and 
offsetting,  no  adjustment  is  needed  for  fiscal  year 
1998. 

As  described  earlier,  the  Commission  believes 
Medicare's  current  capital  payment  rates  are  too 
high.  It  recommends  reducing  the  base  rates  and 
then  applying  a  zero  update  for  fiscal  year  1998.  As 
with  the  operating  update,  this  recommendation  is 
for  only  one  year.  Extending  a  zero  update  over  a 
longer  period  may  entail  substantial  risks.  ProPAC 
will  continue  to  monitor  changes  in  hospitals' 
financial  condition  as  well  as  capital  spending 
trends  to  ensure  that  quality  and  access  to  care  are 
not  impaired. 

TEACHING  AND  DISPROPORTIONATE 
SHARE  PAYMENTS 

PPS  payments  are  adjusted  to  recognize  the 
higher  costs  of  hospitals  with  graduate  medical 
education  programs  and  to  maintain  access  to  hos- 
pitals that  provide  care  to  a  disproportionate  share 
of  low-income  patients.  The  adjustment  for  indirect 
medical  education  (IME)  costs  is  based  on  a  mea- 
sure of  the  hospital's  teaching  intensity,  determined 
by  the  ratio  of  residents  to  beds.  The  adjustment  for 
disproportionate  share  (DSH)  hospitals  is  based  on 
the  hospital's  low-income  patient  share.  In  addi- 
tion, Medicare  pays  each  hospital  a  per  resident 
amount  to  support  the  direct  costs  of  its  graduate 
medical  education  programs. 

These  payments  have  been  the  subject  of 
increasing  attention.  The  Balanced  Budget  Act  of 
1995,  which  the  Congress  passed  but  the  President 
vetoed,  contained  provisions  that  would  have 
reduced  both  the  Medicare  IME  and  DSH  adjust- 
ments. The  legislation  also  would  have  created  a 
mechanism  for  distributing  payments  to  teaching 
facilities,  including  Medicare  IME  and  direct  GME 
payments  as  well  as  funds  from  general  revenues. 
This  mechanism  was  intended  to  coordinate  the 
contributions  of  all  payers  to  the  support  of  teach- 
ing activities  and  the  other  special  missions  carried 
out  by  teaching  hospitals. 

During  the  past  year,  ProPAC  has  analyzed 
Medicare's  teaching  and  disproportionate  share 
payment  policies  and  their  effects  on  hospital 
financial  status.  On  the  basis  of  this  analysis,  the 
Commission  is  making  several  recommendations  to 


improve  the  use  of  these  payments  in  achieving  the 
program's  policy  objectives. 

Teaching  Hospital  Payments 

Teaching  hospitals'  costs  are  higher  than  those  in 
other  hospitals  for  a  number  of  reasons  besides 
their  educational  activities.  These  include  the  types 
of  patients  they  treat  and  the  kinds  of  services  they 
provide,  as  well  as  how  they  deliver  those  services. 
Medicare  recognizes  these  costs  in  two  ways. 
Direct  GME  payments  are  for  residents'  salaries 
and  benefits,  plus  the  general  operating  costs  of 
running  hospital  residency  programs.  The  IME 
adjustment,  which  applies  only  to  PPS  payments 
for  inpatient  care,  recognizes  the  higher  patient 
care  costs  associated  with  these  hospitals'  teaching 
and  related  missions.  In  addition,  Medicare  pays 
teaching  physicians  for  patient  care  services  per- 
formed while  they  are  supervising  residents. 

Medicare  payments  for  the  direct  costs  of  resi- 
dency training  programs  (resident  salaries  and  ben- 
efits, faculty  costs,  administration,  and  hospital 
overhead)  totaled  $2.2  billion  in  fiscal  year  1996. 7 
Payments  to  each  hospital  are  partly  determined  by 
a  hospital-specific  per  resident  amount,  based  on 
audited  1984  costs  updated  for  inflation.  Medicare 
pays  a  portion  of  this  amount  equal  to  its  share  of 
the  hospital's  inpatient  days.  The  level  of  the  per 
resident  payment  also  varies  by  type  of  resident. 
The  highest  payments  are  for  residents  in  primary 
care  specialties.8  Payments  are  about  6  percent 
lower  for  residents  in  other  programs.  Payments  for 
residents  training  in  a  second  specialty  or  for  those 
who  have  trained  for  more  than  five  years  are  gen- 
erally half  those  for  nonprimary  care  residents. 

Medicare  IME  payments  amounted  to  $4.3  bil- 
lion in  fiscal  year  1996.9  The  indirect  medical  edu- 
cation adjustment  is  intended  to  compensate  teach- 
ing hospitals  for  their  higher  patient  care  costs. 
Costs  may  be  higher  because  patients  are  sicker,  a 
broader  scope  of  services  is  available,  treatment  is 
more  intensive,  or  the  staff  mix  is  costlier.  The 
practice  styles  of  residents  and  their  supervising 
physicians  also  may  be  less  efficient  than  those  in 
non-teaching  settings,  although  the  lower  salaries 
of  residents  may  offset  this  effect  to  some  extent. 
Another  factor  that  may  raise  teaching  hospitals' 
costs  is  the  expense  of  developing  and  improving 
diagnostic  and  therapeutic  technologies. 


Since  fiscal  year  1989.  the  IME  adjustment  to 
PPS  operating  payment  rates  for  each  teaching  hos- 
pital has  been  set  at  7.7  percent  for  every  10  per- 
cent increment  in  teaching  intensity,  based  on  the 
ratio  of  residents  to  hospital  beds.  The  head  count 
used  in  the  IME  adjustment  is  based  on  the  number 
of  full-time  equivalent  residents  training  in  the 
inpatient  and  outpatient  departments  of  the  hospi- 
tal. Residents  who  train  in  ambulatory  settings  out- 
side of  the  hospital  are  excluded  from  the  hospital's 
IME  resident  count.  Unlike  direct  GME  payments, 
for  IME  payments  all  residents  count  equally 
regardless  of  their  specialty  or  number  of  years  in 
training. 

The  Commission  believes  that  Medicare's  GME 
and  IME  policies  need  to  be  revised.  Structural 
changes  occuring  in  the  health  care  marketplace  are 
eroding  both  private  payers'  and  Medicare's  sup- 
port for  hospital  teaching  activities.  Further,  the 
design  of  GME  and  IME  payments  may  encourage 
inappropriate  expansion  of  hospitals'  residency 
programs,  while  discouraging  training  in  other  set- 
tings. 

Teaching  hospitals  offer  highly  valued  services  to 
Medicare  beneficiaries  and  other  populations.  They 
are  essential  in  developing  technological  innova- 
tions, conducting  medical  research,  caring  for  the 
poor,  and  helping  to  ensure  there  is  a  well-trained 
physician  work  force  for  the  future.  It  is  important 
to  maintain  access  for  Medicare  beneficiaries  to  the 
unique  services  they  offer.  In  a  price-competitive 
environment,  however,  it  may  be  difficult  for  teach- 
ing hospitals  to  fulfill  their  multiple  missions. 

These  hospitals  are  facing  the  same  cost  pres- 
sures as  other  health  care  providers.  As  managed 
care  continues  to  grow  and  as  other  insurers 
become  increasingly  cost  conscious,  teaching  hos- 
pitals will  have  to  compete  on  the  basis  of  price  to 
attract  patients.  Yet  their  higher  costs  place  them  at 
a  distinct  disadvantage.  This  may  be  true  especially 
where  there  is  excess  inpatient  capacity;  in  such 
areas,  teaching  hospitals  may  have  even  more  diffi- 
culty in  securing  patient  volume. 

Medicare  is  the  only  payer  that  makes  separate 
payments  to  these  facilities  nationwide  for  their 
higher  teaching-related  costs.  Because  of  IME  and 
DSH  payments,  the  average  PPS  inpatient  margin 
for  teaching  hospitals  is  much  higher  than  that  for 
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other  hospitals.  Even  with  these  extra  payments 
from  Medicare,  though,  the  total  margins  for  some 
groups  of  teaching  facilities  are  much  lower  than 
for  other  hospitals.  The  Commission  is  concerned 
about  maintaining  the  financial  viability  of  teach- 
ing hospitals  as  a  group  because  of  their  special 
role.  That  concern  is  heightened  by  changes  now 
occurring  in  the  health  care  marketplace.  As  finan- 
cial pressures  grow,  the  Medicare  program  needs  to 
ensure  that  its  payments  accurately  account  for 
teaching  hospitals'  added  costs. 

A  related  problem  is  that  teaching  hospitals  do 
not  receive  explicit  teaching  payments  when  they 
treat  beneficiaries  who  are  enrolled  in  a  Medicare 
risk  plan.  As  enrollment  in  Medicare's  risk  con- 
tracting program  grows,  fewer  beneficiaries  receive 
their  hospital  care  under  fee-for-service  arrange- 
ments. Consequently,  these  hospitals  get  less  GME 
and  IME  payments  for  their  teaching-related 
expenses. 

ProPAC  is  also  concerned  that  the  design  of 
Medicare's  payments  for  teaching  hospitals  may 
have  inappropriately  influenced  the  number  of  resi- 
dents and  the  settings  in  which  they  train.  Because 
both  GME  and  IME  payments  rise  in  proportion  to 
the  number  of  residents,  hospitals  have  an  incentive 
to  train  more  of  them.  In  fact,  since  1990  the  num- 
ber of  residents  Medicare  recognizes  for  payment 
has  grown  by  more  than  18  percent.10  By  contrast, 
teaching  hospitals  do  not  get  additional  Medicare 
funding  if  they  employ  more  nurses  or  other  care- 
givers. Since  Medicare's  per  resident  payments 
subsidize  the  hiring  of  residents,  they  may  be 
favored  over  other  hospital  workers. 

Moreover,  that  teaching  payments  are  made  only 
to  hospitals  may  discourage  the  development  of 
training  opportunities  in  other  settings.  The  current 
payment  scheme  does  not  allow  hospitals  to 
include  in  their  IME  resident  count  the  time  resi- 
dents spend  training  outside  of  the  facility.  Nor 
does  it  provide  payment  to  other  sites  of  training 
for  direct  or  indirect  teaching  costs.1 1 

The  Commission's  recommendations  concern- 
ing teaching  payments  are  guided  by  several  prin- 
ciples. One  is  that  Medicare  funds  should  be  used 
for  the  benefit  of  Medicare  beneficiaries.  A  second 
is  that  Medicare  payment  policies  should  not  drive 
decisions  about  the  number  and  mix  of  residents 
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trained.  In  addition,  Medicare  funding  for  teaching- 
related  activities  should  be  available  to  those 
organizations  that  incur  the  costs  of  training,  but 
flexible  enough  to  allow  training  in  other  settings 
when  appropriate.  Finally,  other  payers  and  the 
public,  both  of  which  benefit  from  medical  educa- 
tion and  research,  should  pay  their  fair  share  of 
these  costs.  The  following  recommendations 
reflect  the  Commission's  views  on  Medicare's 
teaching  payments  and  mechanisms  for  providing 
broader  support  for  graduate  medical  education 
and  teaching  hospitals. 

Recommendation  5:  Improving  the  Distribution 
of  Medicare's  Indirect  Medical  Education  Pay- 
ments 

Medicare's  IME  payments  should  reflect 
the  historical  relationship  between  hospital 
costs  and  teaching  intensity.  Further,  they 
should  continue  to  be  based  on  the  hospi- 
tal's volume  of  Medicare  patients.  These 
payments  should  no  longer  change  in  pro- 
portion to  annual  variations  in  the  number 
of  residents  or  beds.  In  addition,  the  pay- 
ment method  should  be  flexible  enough  to 
allow  and  support  training  in  settings  out- 
side of  the  hospital. 

Medicare  IME  payments  to  PPS  hospitals  are 
based  on  patient  volume,  case  mix,  and  teaching 
intensity.  The  Commission  believes  these  payments 
should  continue  to  fully  reflect  changes  in  Medi- 
care patient  volume  and  case  mix.  However,  it  is 
concerned  that  the  current  method  creates  strong 
incentives  for  hospitals  to  increase  residents  and 
discourages  them  from  reducing  the  size  of  resident 
staffs  when  appropriate. 

Hospitals  may  also  be  deterred  from  training  res- 
idents in  non-hospital  sites,  since  doing  so  would 
reduce  Medicare  payments.  Likewise,  the  current 
policy  may  have  encouraged  growth  in  hospital- 
based  specialties  relative  to  others,  like  family 
practice,  that  require  training  in  other  settings. 

In  ProPAC's  opinion,  Medicare  IME  payment 
policy  should  be  modified  so  that  a  change  in  the 
number  of  residents  does  not  result  in  a  proportion- 
ate change  in  payments.  These  payments  should, 
however,  continue  to  reflect  the  amount  and  type 
of  care  these  hospitals  provide  to  Medicare 


beneficiaries.  They  also  should  be  unaffected  by  a 
residency  program's  decision  to  expand  training  to 
other  settings. 

There  are  a  number  of  options  for  implement- 
ing these  changes.  The  teaching  intensity  measure 
could  be  set  at  the  current  or  a  past  level.  This 
would  allow  payments  to  continue  to  reflect 
changes  in  patient  volume  and  case  mix  while 
removing  the  relationship  between  payments  and 
year-to-year  changes  in  the  number  of  residents  in 
the  hospital.  Under  this  approach,  hospitals  could 
also  allow  residents  to  train  in  non-hospital  set- 
tings without  losing  teaching-related  payments. 

Alternatively,  the  payment  method  could  be 
modified  so  that  changes  in  teaching  intensity  from 
a  base  level  result  in  a  smaller  adjustment  in  pay- 
ments than  is  now  the  case.  This  could  be  done,  for 
example,  by  recognizing  only  a  fraction  of  the 
change  in  teaching  intensity  from  the  base  level.  To 
further  encourage  training  in  non-hospital  settings 
under  this  approach,  hospitals  could  be  allowed  to 
include  in  their  resident  count  the  time  residents 
spend  training  elsewhere. 

Regardless  of  the  approach  chosen,  these 
changes  should  not  result  in  increased  Medicare 
outlays.  In  addition,  the  per  discharge  payment 
may  need  to  be  modified  over  time  to  accommo- 
date changes  in  the  overall  costs  of  teaching 
activities  and  in  the  cost  structure  of  teaching 
hospitals. 

Recommendation  6:  Reducing  the  Level  of 
Medicare's  Indirect  Medical  Education 
Payments 

The  indirect  medical  education  adjustment 
should  be  reduced  from  its  current  level  of 
7.7  percent  to  7.0  percent  in  fiscal  year 
1998. 

It  is  important  to  maintain  access  for  Medicare 
beneficiaries  to  the  services  teaching  hospitals  pro- 
vide. Medicare  payments  thus  should  reflect  the 
added  costs  incurred  by  these  facilities.  The  current 
level  of  the  teaching  adjustment,  however,  contin- 
ues to  be  higher  than  appropriate.  For  fiscal  year 
1998,  the  adjustment  should  be  lowered  to  7.0  per- 
cent; this  would  mean  a  9.1  percent  decrease  in 
each  hospital's  IME  payments. 


Ultimately,  the  adjustment  should  more  closely 
correspond  to  the  actual  relationship  between 
teaching  intensity  and  costs.  ProPAC  estimates  that 
Medicare  operating  costs  per  discharge  go  up  by 
4.1  percent  for  each  10  percent  rise  in  teaching 
intensity.  This  estimate  reflects  both  the  additional 
patient  care  costs  residents  generate  and  other  fac- 
tors that  historically  have  caused  teaching  hospital 
costs  to  be  higher. 

In  making  this  recommendation.  ProPAC  recog- 
nizes the  important  role  teaching  hospitals  play, 
but  also  acknowledges  that  Medicare  has  more 
than  adequately  compensated  them  for  their 
greater  costs.  Teaching  hospitals"  PPS  margins  are 
at  their  highest  levels  since  the  first  two  years  of 
PPS.  and  substantially  above  those  of  non-teaching 
hospitals. 

Nevertheless,  a  large  and  immediate  reduction 
in  IME  payments  might  make  it  difficult  for  teach- 
ing hospitals  to  support  their  unique  missions. 
These  hospitals  tend  to  have  lower  total  margins 
than  other  hospitals,  in  large  part  because  they  pro- 
vide  more  uncompensated  care  and  they  have 
smaller  shares  of  private  pay  patients.  The  Com- 
mission believes  teaching  hospitals  should  be  able 
to  adjust  readily  to  its  proposed  reduction  in  pay- 
ments for  fiscal  year  1998  without  compromising 
access  to  quality  care.  Any  further  changes  in  the 
level  of  the  adjustment,  however,  should  be  made 
gradually  and  monitored  closely  to  ensure  that 
access  to  the  services  these  facilities  provide  is  not 
adversely  affected. 

Recommendation  7:  Improving  Medicare's 
Payments  for  Direct  Graduate  Medical 
Education  Costs 

Medicare's  payments  to  hospitals  for  the 
direct  costs  of  GME  programs  should  not 
change  in  proportion  to  annual  variations 
in  the  number  of  residents  trained.  The 
method  for  determining  the  level  and  distri- 
bution of  these  payments  should  be  as  neu- 
tral as  possible  concerning  the  number  and 
specialty  mix  of  residents  and  the  site  of 
their  training. 

Medicare  has  always  made  extra  payments  to  hos- 
pitals to  recognize  the  costs  of  graduate  medical 
education  programs.  These  payments  are  intended  to 


ensure  that  both  the  general  public  and  the  Medicare 
population  will  have  access  to  well-trained  physi- 
cians for  their  future  health  care  needs.  Medicare 
pays  teaching  hospitals  a  hospital-specific  per  resi- 
dent amount  for  its  share  of  these  expenses. 

As  with  the  IME  payment,  Medicare's  GME  pay- 
ment method  may  distort  hospitals'  decisions  about 
the  number  of  residents  they  train.  Hospitals  have 
little  motivation  to  reduce  the  size  of  their  residency 
programs  because  they  receive  a  large  payment  for 
each  resident.  Moreover,  since  residents  mainly  pro- 
vide patient  care,  the  subsidy  creates  an  incentive  to 
substitute  them  for  other  types  of  caregivers.  In 
addition,  restricting  GME  payments  to  hospitals  dis- 
courages the  development  of  training  programs  in 
alternative  sites  like  ambulatory  care  clinics  and 
health  maintenance  organizations. 

The  payment  method  could  be  changed  in  sever- 
al ways.  Each  hospital  could  get  a  lump  sum  pay- 
ment based  on  its  historical  share  of  Medicare's 
GME  spending.  Such  a  payment  would  likely  need 
to  be  recalculated  periodically  to  account  for 
changes  in  the  resident  population.  Alternatively, 
the  method  could  be  revised  to  recognize  only  a 
fraction  of  any  change  in  the  number  of  residents 
compared  with  a  base  level.  Hospitals  would  con- 
tinue to  receive  a  partial  payment  for  residency 
positions  they  eliminate  and  a  partial  payment  (or 
no  payment)  for  additional  residents.  Special  provi- 
sions would  be  required  for  hospitals  and  other 
entities  training  residents  for  the  first  time.  Regard- 
less of  the  specific  approach,  removing  the  direct 
link  between  payments  and  the  number  of  residents 
a  hospital  trains  would  weaken  the  adverse  incen- 
tives created  by  the  current  payment  method. 

Recommendation  8:  Establishing  a  Broader- 
Based  Financing  Mechanism  for  Graduate 
Medical  Education  and  Teaching  Hospitals 

Explicit  payments  for  graduate  medical 
education  and  teaching  hospital  costs 
should  not  be  limited  to  the  Medicare  pro- 
gram. Mechanisms  to  broaden  financial 
support  for  training  physicians  in  hospitals 
and  other  locations  should  be  developed. 
The  payments  should  reflect  the  reasonable 
costs  of  training  at  each  facility  and  protect 
the  access  of  beneficiaries  and  other  popu- 
lations to  the  services  they  provide. 
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Medicare  is  the  only  payer  that  explicitly  pays 
hospitals  nationwide  for  the  direct  and  indirect 
costs  of  teaching.  Although  other  payers  have 
implicitly  helped  fund  these  activities  through 
higher  prices  for  patient  care  services,  their  pay- 
ments are  not  directly  linked  to  the  size  and  struc- 
ture of  teaching  programs.  Moreover,  under  the 
growing  pressure  of  competition,  purchasers  of 
health  services  are  becoming  less  willing  to  pay 
higher  prices  to  these  facilities.  As  a  result,  teach- 
ing hospitals  will  find  it  increasingly  difficult  to 
maintain  their  broader  missions  and  to  attract 
patients. 

To  allow  teaching  hospitals  to  compete  fairly 
with  other  facilities,  separate  mechanisms  that 
explicitly  support  their  missions  should  be  devel- 
oped. As  centers  for  training  future  physicians, 
leaders  in  research,  and  providers  to  underserved 
populations,  teaching  hospitals  are  an  integral  part 
of  this  nation's  health  care  delivery  system.  It  is 
important  that  they  have  the  financial  support  to 
maintain  this  role. 

Teaching  hospitals  can  be  expected  to  compete 
successfully  for  patients  if  their  special  missions 
are  recognized  through  an  explicit  payment  mecha- 
nism. Such  a  mechanism  would  be  consistent  with 
ProPACs  recommendations  on  Medicare  teaching 
payments,  which  are  intended  to  continue  support 
for  teaching  facilities  while  eliminating  the  inap- 
propriate incentives  embedded  in  Medicare's  cur- 
rent methods. 

Several  important  design  issues  would  need  to  be 
considered  in  developing  a  broader  support  mecha- 
nism. One  critical  issue  is  how  payments  would  be 
financed.  Funds  could  be  provided  through  general 
revenues,  or  through  a  tax  on  payers  or  providers. 
Another  consideration  is  which  entities  should  be 
eligible  to  receive  these  broad-based  funds.  Pay- 
ments could  be  distributed  through  consortia  con- 
sisting of  hospitals  and  other  facilities  that  provide 
training,  for  example. 

A  number  of  other  issues  are  also  pertinent.  One 
is  the  structure  of  the  payment  mechanism.  Parallel 
funds  could  be  established  to  address  different 
objectives,  as  with  Medicare's  IME  and  direct  GME 
payments.  Alternatively,  there  could  be  a  single  fund 
or  a  number  of  different  funds  using  payment  criteria 
that  vary  by  the  setting  in  which  training  occurs. 


Whether  payments  are  made  on  a  per  facility,  per 
patient,  or  some  other  basis  would  also  have  to  be 
decided. 

Under  any  reasonable  approach,  having  an  explicit 
funding  mechanism  for  medical  education  and  teach- 
ing hospital  costs  could  enhance  efficiency  while 
supporting  teaching  hospitals'  multiple  missions. 

Disproportionate  Share  Hospital  Payments 

Since  1986,  Medicare  has  made  special  pay- 
ments to  PPS  hospitals  that  treat  a  disproportionate 
share  of  low-income  patients.  The  DSH  adjustment 
originally  was  regarded  as  necessary  to  offset  the 
higher  costs  of  treating  indigent  patients.  In  recent 
years,  however,  it  has  been  viewed  more  broadly  as 
helping  to  preserve  access  to  care  for  Medicare  and 
low-income  populations. 

DSH  payments  have  grown  rapidly  since  fiscal 
year  1989,  increasing  almost  fourfold  from  $1.1 
billion  to  $4.3  billion  in  1996  (see  Figure  1-5).  This 
acceleration  is  largely  due  to  legislative  changes 
that  raised  the  DSH  payment  rate  for  some  hospi- 
tals. But  growth  in  hospitals'  low-income  patient 
loads  over  time  has  also  played  a  role. 

DSH  payments  are  distributed  through  a  per- 
centage add-on  to  the  PPS  payment  rate.  This 
means  that  a  hospital's  DSH  payments  are  tied 
to  its  volume  and  mix  of  PPS  cases.  The  add-on 

Figure  1-5.  Medicare  Disproportionate  Share 
Hospital  Payments,  1989-1996 
(In  Billions) 
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SOURCE:  Health  Care  Financing  Administration. 
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for  each  case  is  determined  by  a  complex  for- 
mula and  the  hospital's  percentage  of  low- 
income  patients.  That  percentage  is  the  sum  of 
two  ratios:  Medicaid  patient  days  as  a  share  of 
total  patient  days,  and  patient  days  for  Medicare 
beneficiaries  who  receive  Supplemental  Securi- 
ty Income  (SSI)  cash  payments  as  a  percentage 
of  total  Medicare  patient  days.  Medicaid  and 
SSI  patient  shares  thus  are  weighted  equally, 
even  though  the  former  group  accounts  for  more 
than  four  times  as  much  of  hospitals'  costs.12 
Moreover,  the  low-income  patient  share  does 
not  include  other  amounts  that  also  reflect  care 
provided  to  the  poor,  such  as  uncompensated 
care. 

The  current  DSH  distribution  formula  includes 
a  threshold,  or  minimum  value,  for  the  low- 
income  patient  share  a  hospital  needs  to  qualify 
for  a  payment.  In  fiscal  year  1996.  this  criterion 
limited  eligibility  to  38  percent  of  PPS  hospitals. 
In  addition,  the  formula  is  progressive;  above  the 
threshold,  the  adjustment  rate  rises  as  the  hospi- 
al's  low-income  patient  share  increases.  Those 
features  target  payments  to  hospitals  that  devote 
the  greatest  share  of  their  resources  to  treating 
Medicaid  and  SSI  patients.  They  also  partially 
compensate  for  the  fact  that  these  hospitals  gener- 
ally have  fewer  Medicare  cases  on  which  to 
receive  the  DSH  add-on. 

Because  there  are  multiple  DSH  formulas,  hos- 
pitals with  the  same  share  of  low-income  patients 
can  have  substantially  different  payment  adjust- 
ments. The  primary  differences  are  in  the  formulas 
applied  to  urban  and  rural  and  large  and  small  hos- 
pitals. The  thresholds  are  much  higher  for  rural 
hospitals.  Consequently,  more  than  95  percent  of 
all  DSH  payments  go  to  urban  facilities.  Urban 
hospitals  with  at  least  100  beds  benefit  from 
steeply  graduated  payment  adjustments,  while 
small  hospitals  in  both  urban  and  rural  areas 
receive  a  lower,  fixed  adjustment.13  As  a  result, 
DSH  payments  are  highly  concentrated;  about  half 
go  to  only  250  hospitals. 

Each  DSH  formula  also  has  a  large  payment 
"notch"  at  the  threshold.  For  example,  an  urban 
hospital  with  at  least  100  beds  receives  a  2.5  per- 
cent adjustment  if  its  low-income  patient  share  is 
15.0  percent,  but  gets  nothing  if  the  share  is  14.9 
percent. 


Last  year,  the  Congress  proposed  a  substantial 
cutback  in  DSH  payments  and  it  is  likely  to  consid- 
er some  reduction  again  in  this  year's  budget  nego- 
tiations. The  possibility  of  less  funding  comes  at  a 
time  when  competitive  pressures  make  it  increas- 
ingly difficult  for  hospitals  serving  a  large  share  of 
low-income  patients  to  cover  their  uncompensated 
care  costs.  This  is  partly  due  to  downward  pressure 
on  payment  rates  in  the  private  insurance  market. 
But  it  is  also  because  these  hospitals  have  only  a 
small  base  of  privately  insured  patients  to  help  off- 
set these  costs.  Public  major  teaching  hospitals,  for 
example,  have  about  twice  the  uncompensated  care 
burden  of  any  voluntary  hospital  group,  coupled 
with  a  markedly  smaller  share  of  privately  insured 
patients  (see  Figure  1-6). 

These  pressures  highlight  the  need  to  target 
available  DSH  funds  toward  the  institutions  that  are 
most  important  to  the  health  care  safety  net.  Howev- 
er, improving  the  allocation  of  DSH  funds  is  com- 
plicated by  growing  disparities  between  the  amount 
of  care  hospitals  provide  to  the  poor  and  the  amount 
indicated  by  the  low-income  patient  share  measure 
used  in  the  current  distribution  formula. 


Figure  1-6.  Patient  Group  Cost  Shares,  by 

Hospital  Teaching  Status  and  Type 
 of  Control,  1994  (In  Percent) 


100- 


80- 


£  60 


40- 


20 


Public       Private      Public      Private     Public  Private 
Major       Major       Other       Other       Non-  Non- 
Teaching  Teaching  Teaching  Teaching  Teaching  Teaching 

I  I  Uncompensated  care  D  Other  Medicare 


Medicaid  and  other 
indigent  care  programs 

Low-income  Medicare 


Private  and  other 
government  payers 


Note:  Due  to  data  limitations,  the  cost  shares  devoted  to  local  indigent 
care  programs  other  than  Medicaid  are  probably  understated. 

SOURCE:  ProPAC  analysis  of  data  from  the  American  Hospital 
Association  Annual  Survey  of  Hospitals. 
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Medicaid  utilization  has  never  been  a  good  mea- 
sure of  overall  sen  ice  to  the  poor,  because  the  pro- 
portion of  the  low-income  population  covered  by 
Medicaid  varies  markedly  from  state  to  state.  In 
addition,  the  hospitals  that  treat  the  most  Medicaid 
patients  do  not  necessarily  provide  the  most 
uncompensated  care. 

The  problems  with  the  Medicaid  measure  have 
been  exacerbated  in  recent  years  by  state  reforms 
implemented  under  Medicaid  waivers.  Of  particular 
concern  are  the  substantial  expansions  in  eligibility 
in  Oregon  and  Tennessee,  which  reflect  changes  in 
policy  rather  than  growth  in  the  incidence  of  pover- 
ty. 

In  the  future,  the  Medicaid  patient  day  count 
may  become  an  increasingly  less  accurate  measure 
of  serv  ice  to  the  poor.  With  much  greater  control 
over  the  design  of  their  programs,  some  states  may 
expand  eligibility  and  service  coverage  while  oth- 
ers scale  them  back,  with  little  relationship  to  the 
amount  of  care  provided  to  the  poor.  Recently 
enacted  welfare  reforms  are  likely  to  have  a  similar 
effect  on  the  SSI  component  of  the  DSH  low- 
income  patient  share  measure. 

In  its  March  1996  Report  and  Recommenda- 
tions to  the  Congress.  ProPAC  recommended 
reviewing  Medicare*s  DSH  payment  methods  to 
ensure  that  available  funds  are  distributed  as  equi- 
tably as  possible.  The  Commission  recognized 
that  improving  the  distribution  might  require 
developing  a  better  measure  of  the  serv  ices  hospi- 
tals provide  to  indigent  patients  and  collecting 
new  data.  This  year.  ProPAC's  recommendations 
set  forth  the  principles  for  a  comprehensive 
redesign  of  this  critically  important  component  of 
Medicare  payments. 

Recommendation  9:  Principles  for  Improving 
Medicare's  Disproportionate  Share  Payment 
Adjustment 

Medicare's  DSH  payments  should  be  aimed 
at  protecting  access  to  hospital  care  for  its 
beneficiaries.  Payments  should  be  distribut- 
ed based  on  each  hospital's  share  of  low- 
income  patient  care  and  volume  of  Medi- 
care cases.  The  low-income  share  measure 
should  reflect  the  costs  of  services  provided 
to  low-income  groups  in  both  inpatient  and 


outpatient  settings.  These  groups  include 
Medicare  patients  eligible  for  SSI,  patients 
sponsored  by  Medicaid  and  local  indigent 
care  programs,  and  uninsured  and  underin- 
sured  patients  as  represented  by  uncom- 
pensated care. 

The  Commission  believes  DSH  payments  should 
protect  access  to  care  for  Medicare  beneficiaries, 
and  that  Medicare  should  fund  its  share  of  the  over- 
all subsidy  needed  to  do  so.  Thus,  the  DSH  adjust- 
ment should  continue  to  link  payments  to  the  hos- 
pital's volume  of  Medicare  inpatient  cases.  This 
helps  protect  Medicare  patients"  access  to  care  at 
the  hospitals  they  use. 

ProPAC's  approach  moves  away  from  the  notion 
of  compensating  hospitals  for  the  added  costs  of 
treating  poor  patients.  This  rationale  was  empha- 
sized when  the  DSH  adjustment  was  enacted. 
Since  then,  however,  research  conducted  by  the 
Commission  and  others  has  found  little  evidence  of 
any  systematic  relationship  between  the  share  of 
poor  patients  a  hospital  treats  and  per  case  costs.14 
ProPAC  believes,  though,  that  hospitals  serving 
large  numbers  of  poor  patients  need  added  sup- 
port— particularly  as  other  payers  tighten  their 
rates — to  remain  financially  viable. 

The  measure  of  low-income  patient  share  should 
include  poor  Medicare  patients  and  patients  cov- 
ered by  any  indigent  care  program,  as  well  as  those 
who  receive  uncompensated  care.  Low-income 
Medicare  patients  would  continue  to  be  identified 
by  their  eligibility  for  SSI  payments.  Indigent  care 
programs  would  include  Medicaid  and  other  pro- 
grams sponsored  by  city,  county,  or  state  govern- 
ments that  operate  in  some  areas.  All  other  low- 
income  patients  would  be  represented  by 
uncompensated  care. 

Because  program  eligibility  criteria  vary  among 
states  and  localities,  the  relative  importance  of 
these  patient  groups  also  varies.  It  is  therefore  criti- 
cally important  that  the  DSH  low-income  patient 
share  measure  encompasses  all  of  these  categories. 
In  particular,  hospitals'  uncompensated  care  bur- 
dens tend  to  be  greater  when  Medicaid  eligibility 
and  cov  erage  are  limited  and  no  other  state  or  local 
indigent  care  programs  are  available.  The  proposed 
measure  would  be  unaffected  by  this  type  of  varia- 
tion. 
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A  measure  of  provider  costs  would  be  the  best 
way  to  determine  the  amount  of  low-income  care 
furnished.  Costs  associated  with  each  of  the  rele- 
vant patient  groups  could  be  summed  to  arrive  at 
the  total  costs  of  treating  the  poor.  Those  costs  as  a 
share  of  the  hospital's  total  patient  care  expenses 
would  reflect  the  proportion  of  resources  the  hospi- 
tal devotes  to  caring  for  the  poor. 

Although  DSH  payments  would  continue  to  be 
made  only  for  Medicare  inpatient  cases,  the  mea- 
sure of  low-income  patient  costs  should  encompass 
both  inpatient  and  outpatient  services.  This  would 
help  hospitals  with  a  substantial  amount  of  outpa- 
tient care  that  is  uncompensated  or  covered  by 
Medicaid.  It  also  would  recognize  that  many  hospi- 
tals are  unable  to  separate  their  inpatient  and  outpa- 
tient costs  accurately,  particularly  for  uncompensat- 
ed care. 

In  ProPAC"s  proposed  measure,  hospitals' 
uncompensated  care  costs  would  not  be  offset  by 
operating  subsidies  from  a  state  or  local  govern- 
ment or  by  payments  from  an  uncompensated  care 
pool.  The  full  value  of  services  to  the  poor  would 
thus  be  used  to  determine  each  hospital's  low- 
income  patient  share  and  the  DSH  payment  it 
receives  per  case.  This  approach  would  avoid  creat- 
ing an  incentive  for  state  and  local  governments  to 
reduce  their  funding  levels  for  public  hospitals  or 
for  other  programs  that  help  finance  uncompensat- 
ed care  costs.  It  should  be  noted,  however,  that  sub- 
sidies for  uncompensated  care,  as  well  as  payments 
from  other  programs  for  the  poor,  may  vary  sub- 
stantially among  areas  and  across  hospitals.  This 
variation  may  have  to  be  considered  in  evaluating 
the  potential  effect  of  redistributing  DSH  pay- 
ment. 

Hospitals'  uncompensated  care  costs  should 
include  both  charity  care  and  bad  debts.  The  Com- 
mission believes  that  many  bad  debts  are  appropri- 
ately reflected  in  the  DSH  adjustment.  This  is 
because  hospitals'  propensity  to  attempt  collection 
before  approving  charity  care,  as  well  as  the 
income  and  asset  criteria  they  apply,  vary  widely. 
Equally  important,  an  all-inclusive  measure  would 
eliminate  the  need  to  separate  charity  care  from  bad 
debts,  a  substantial  burden  for  hospitals  and  HCFA 
alike.  Moreover,  including  bad  debts  would  avoid 
influencing  hospitals'  practices  in  approving 
patients  for  charity  care.  Besides  generating  data  to 


monitor  their  own  policies,  many  facilities  must 
report  the  amount  of  charity  care  they  provide 
using  state-established  criteria.  ProPAC's  approach 
would  not  require  them  to  implement  different  cri- 
teria for  Medicare. 

The  average  share  of  total  patient  care  costs 
devoted  to  treating  the  poor  may  change  over 
time.  It  might  increase  if  more  privately  insured 
patients  lost  their  coverage  or  became  unable  to 
pay  their  deductibles  and  copayments.  On  the 
other  hand,  it  might  decrease  as  fewer  Medicare 
beneficiaries  qualified  for  SSI  under  welfare 
reform  or  if  states  tightened  their  Medicaid  eligi- 
bility and  coverage  requirements.  Under  ProPAC's 
approach,  a  hospital's  low-income  cost  share 
would  determine  its  DSH  adjustment.  The  total 
amount  of  DSH  payments  nationally,  therefore, 
would  rise  or  fall  with  these  changes  in  hospitals' 
low-income  shares.  The  Congress  would  have  to 
decide  whether  this  were  desirable,  or  whether  the 
DSH  payment  mechanism  should  distribute  a 
fixed  pool  of  funds. 

Recommendation  10:  Improving  the  Distribu- 
tion of  Disproportionate  Share  Payments 

DSH  payments  should  be  concentrated 
among  hospitals  with  the  highest  shares  of 
poor  patients.  Therefore,  a  minimum 
threshold  should  be  established  for  the  low- 
income  patient  cost  share.  Hospitals  falling 
just  above  the  threshold  should  receive  only 
a  minimal  per  case  payment,  with  the 
amount  then  increasing  as  low-income 
share  rises.  The  same  general  approach  for 
distributing  payments  should  apply  to  all 
PPS  hospitals. 

The  objective  of  protecting  Medicare  patients' 
access  to  hospital  services  is  best  met  by  concen- 
trating DSH  payments  in  the  hospitals  with  the 
largest  low-income  patient  cost  shares.  Payments 
can  be  targeted  by  establishing  a  minimum  value, 
or  threshold,  for  the  low-income  share  hospitals 
must  have  before  payment  begins.  The  proportion 
of  PPS  hospitals  receiving  a  DSH  payment  should 
not  be  larger  than  in  past  years  (approximately  40 
percent)  and  perhaps  should  be  smaller. 

In  addition,  it  is  important  that  the  DSH  payment 
formula  not  create  a  substantial  jump  in  payments 
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as  the  hospital's  low-income  share  crosses  the 
threshold.  This  problem  could  be  avoided  by  mak- 
ing the  adjustment  proportional  to  the  difference 
between  the  hospital's  low-income  share  and  the 
threshold.  In  this  way,  hospitals  with  low-income 
shares  just  above  the  threshold  would  receive  small 
payments,  with  the  amount  increasing  as  low- 
income  shares  rise. 

DSH  payments  could  be  further  concentrated  if 
the  payment  formula  were  progressive.  This 
approach  is  used  in  the  current  DSH  adjustment 
formulas  for  some  hospital  groups.  A  progressive 
formula  partially  compensates  for  the  fact  that  hos- 
pitals with  the  largest  shares  of  poor  patients  often 
would  receive  little  assistance  because  they  have 
relatively  few  Medicare  cases.  However,  ProPAC's 
preliminary  analysis  shows  that  using  the  proposed 
low-income  cost  share  would  alleviate  the  need  for 
such  a  formula.  In  fact,  much  of  the  progressivity 
in  the  current  DSH  formula  is  needed  because  the 
current  low-income  share  measure  does  not 
account  for  uncompensated  care. 

The  same  general  approach  for  distributing  DSH 
payments  should  apply  to  all  hospitals.  This  would 
help  protect  access  to  care  for  Medicare  beneficia- 
ries, regardless  of  the  type  or  location  of  the  hospi- 
tals they  use.  The  special  treatment  given  some 
hospital  groups  in  the  current  system  should  not  be 
necessary  under  ProPAC's  proposal. 

ProPAC's  analysis  indicates  that  a  DSH  payment 
adjustment  that  is  proportional  to  the  difference 
between  a  hospital's  low-income  cost  share  and  a 
threshold  would  target  the  hospitals  in  greatest 
need  of  assistance.  Hospitals  with  the  lowest  total 
margins  generally  would  receive  more  DSH  pay- 
ments than  they  do  under  the  current  system;  those 
with  above-average  margins  would  get  less.  Imple- 
menting this  proposal  also  could  result  in  a  sub- 
stantial redistribution  of  DSH  payments.  More 
work  is  needed  to  develop  an  adjustment  formula 
that  distributes  payments  most  appropriately.  The 
Commission  will  continue  its  analysis  of  options 
for  this  formula  in  the  coming  months. 

Recommendation  11:  Collecting  Data  to  Sup- 
port Disproportionate  Share  Payment  Reform 

The  Secretary  should  collect  the  data  neces- 
sary to  implement  a  revised  DSH  payment 


mechanism.  Due  to  recent  and  planned 
changes  in  the  Medicaid  and  SSI  programs, 
the  measure  now  used  to  distribute  DSH 
payments  is  becoming  increasingly  unten- 
able. Although  several  new  data  elements 
would  be  required,  this  need  not  substan- 
tially increase  the  current  hospital  report- 
ing burden.  Periodic  audits  of  these  data 
would  also  be  necessary. 

To  implement  ProPAC's  DSH  adjustment 
proposal,  the  Secretary  will  have  to  collect  data 
from  each  hospital  on  its  low-income  patient  cost 
share.  Accurate  and  consistent  data  are  not  avail- 
able from  existing  secondary  sources.  Nonetheless, 
the  required  information  could  be  obtained  by 
straightforward  means,  without  using  a  complex 
cost  assignment  scheme  like  that  in  the  Medicare 
Cost  Report. 

Each  hospital's  low-income  patient  cost  share 
could  be  estimated  by  dividing  total  charges  for  all 
low-income  patient  groups  by  total  patient  charges. 
The  only  data  needed  would  be  charges  for  each 
relevant  patient  group  (Medicare,  Medicaid,  indi- 
gent care  programs  other  than  Medicaid,  and 
uncompensated  care)  along  with  total  patient  care 
charges.15  Charges  for  low-income  Medicare 
patients  would  be  estimated  by  multiplying  each 
hospital's  total  Medicare  charges  by  its  ratio  of  SSI 
patient  days  to  total  Medicare  days.  This  approach 
would  yield  a  reasonably  accurate  estimate  of  the 
proportion  of  costs  devoted  to  treating  low-income 
patients  in  each  hospital. 

HCFA  would  need  to  develop  uniform  defini- 
tions and  reporting  instructions  to  govern  hospitals' 
reporting  of  charge  data;  information  from  a  sam- 
ple of  hospitals  would  need  to  be  audited.  However, 
since  hospitals  would  not  be  required  to  report 
charity  care  and  bad  debt  charges  separately,  this 
would  not  impose  too  great  a  burden.  It  would  be 
important  to  ensure  that  inappropriate  items,  like 
contractual  or  courtesy  discounts,  are  not  counted 
as  uncompensated  care.  Similarly,  charges  reported 
in  duplicate  categories  (primarily  among  Medicaid, 
other  indigent  care  programs,  and  uncompensated 
care)  must  be  avoided. 

Data  initially  would  be  needed  from  all  PPS  hos- 
pitals to  evaluate  the  payment  formula.  The  formu- 
la would  probably  have  to  be  recalibrated  at  some 


point.  However,  requiring  ongoing  reports  only 
from  hospitals  that  expected  to  receive  a  DSH  pay- 
ment would  minimize  the  resources  hospitals  and 
HCFA  would  devote  to  data  development. 

Another  issue  concerns  hospitals  that  cannot 
aggregate  charges  accurately  by  payer  group.  Stan- 
dard accounting  procedure  calls  for  assigning 
charges  to  whatever  principal  payment  source  the 
patient  identifies  on  admission.  But  that  source 
often  changes,  and  not  all  data  systems  can  reas- 
sign charges  accordingly.  This  problem  could  be 
solved  in  two  ways.  First.  HCFA  could  require  hos- 
pitals to  develop  the  necessary  data  system  capabil- 
ity if  they  want  to  receive  a  DSH  payment.  Alterna- 
tively. HCFA  could  choose  to  accept  the  hospital's 
best  estimates.  Hospitals'  estimates  may  work  rea- 
sonably well  under  the  proposed  approach,  since 
the  majority  of  payer  assignment  problems  involve 
changes  among  low-income  groups.  The  most  com- 
mon problem  occurs  when  uninsured  patients  are 
initially  categorized  as  charity  care  but  later  are 
determined  eligible  for  Medicaid. 

It  would  be  important  for  hospitals  to  capture 
charges  for  Medicare  and  Medicaid  managed  care 
patients,  which  means  they  must  be  informed  of 
these  patients'  sponsorship  at  the  time  of  admis- 
sion. Hospitals  already  need  to  identify  Medicaid 
managed  care  patients  to  avoid  being  shortchanged 
on  their  DSH  payments.  Under  ProPAC's  approach, 
this  requirement  would  be  extended  to  Medicare 
managed  care  enrollees.  The  Commission  does  not 
believe  it  would  be  appropriate  to  rely  on  patients 
to  report  their  own  coverage  status;  the  health  plan 
must  provide  the  information  necessary  for  the  hos- 
pital to  count  these  patients.  A  relatively  simple 
way  for  health  plans  to  do  this  is  to  include  a  spon- 
sorship code  in  each  patient's  insurance  identifica- 
tion number. 

The  Commission  would  be  glad  to  work  with 
HCFA  in  planning  for  the  data  collection  initiative 
needed  to  support  reform  of  the  disproportionate 
share  adjustment. 

Payments  for  Risk  Plan  Patients 

The  teaching  and  disproportionate  share  pay- 
ment policies  described  in  the  preceding  sections 
currently  apply  only  to  the  Medicare  fee-for-ser- 
vice  program.  However,  over  four  million  Medicare 
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beneficiaries  are  enrolled  in  risk  plans — more  than 
10  percent  of  the  total  Medicare  population.  When 
risk  plan  enrollees  are  treated  in  the  hospital,  the 
payment  is  determined  by  the  arrangement  between 
the  hospital  and  the  beneficiary's  plan.  This  pay- 
ment generally  is  unrelated  to  the  PPS  rate  the  hos- 
pital would  receive  from  Medicare  under  the  fee- 
for-service  program. 

The  ability  of  the  plan  and  the  hospital  to  negoti- 
ate a  competitive  payment  for  patient  care  is,  in 
fact,  one  of  the  linchpins  of  managed  care.  It 
enables  the  plan  to  put  pressure  on  providers  to 
control  the  costs  of  patient  care.  However,  this  pro- 
cess makes  it  unlikely  that  plans'  payments  to  hos- 
pitals will  include  those  components  of  Medicare 
fee-for-service  payments  that  support  the  higher 
costs  certain  hospitals  face  or  the  special  missions 
they  serve.  While  these  payments  are  explicit  parts 
of  the  fee-for-service  program,  there  is  no  mecha- 
nism for  ensuring  that  the  policy  goals  they  repre- 
sent are  supported  in  the  Medicare  risk  program. 

Although  Medicare  risk  plans  may  pay  higher 
prices  to  certain  hospitals  to  reflect  their  perceived 
quality  or  attractiveness  to  current  or  potential 
enrollees,  these  additional  amounts  do  not  explicit- 
ly correspond  to  IME  or  DSH  payments  under  PPS. 
Moreover,  because  Medicare  risk  plan  patients  gen- 
erally are  not  included  in  the  count  of  Medicare 
patients  for  purposes  of  determining  direct  GME 
payments,  hospitals  receive  less  support  for  those 
costs  than  if  all  of  their  Medicare  patients  were  in 
the  fee-for-service  program. 

Recommendation  12:  Making  Teaching  and  Dis- 
proportionate Share  Payments  to  Facilities  That 
Treat  Medicare  Risk  Plan  Enrollees 

Facilities  that  receive  explicit  direct  GME, 
IME,  or  DSH  payments  for  their  Medicare 
fee-for-service  patients  should  also  receive 
additional  payments  for  their  Medicare  risk 
plan  patients.  Mechanisms  should  be  devel- 
oped to  distribute  these  payments  in  a  way 
that  reflects  the  policy  goals  of  the  Medi- 
care program. 

Medicare's  special  payments  to  teaching  and 
disproportionate  share  hospitals  increase  with  the 
number  of  fee-for-service  discharges  at  each  facil- 
ity. The  Commission  is  concerned  that  there  are 
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no  corresponding  mechanisms  to  distribute  these 
special  payments  to  facilities  for  their  Medicare 
risk  plan  patients.  Consequently,  as  risk  plan 
enrollment  grows,  explicit  support  for  teaching 
and  disproportionate  share  hospitals  is  eroding.  It 
may  therefore  become  increasingly  difficult  for 
them  to  carry  on  their  teaching  activities  and  other 
special  missions.  Since  Medicare's  explicit  pay- 
ments to  these  facilities  help  support  its  policy 
goals,  these  payments  should  also  be  made  for 
patients  who  are  enrolled  in  a  risk  plan. 

In  addition,  current  payment  policy  puts  teaching 
hospitals  at  a  disadvantage  when  they  compete  for 
patients  in  the  Medicare  risk  program.  Risk  plans  may 
be  unwilling  to  pay  the  extra  costs  these  hospitals 
incur.  Establishing  separate  mechanisms  to  support 
their  activities  would  enable  teaching  hospitals  to 
compete  with  others  on  the  basis  of  patient  care  costs 
and  quality,  while  subjecting  them  to  the  same  market 
pressures  to  improve  their  quality  and  efficiency. 

Several  approaches  could  be  taken  to  develop 
these  mechanisms,  depending  on  how  Medicare's 
teaching  and  disproportionate  share  payment  poli- 
cies are  changed.  Hospitals  could,  for  example, 
submit  billing  information  for  their  risk  plan 
patients  so  that  HCFA  could  compute  the  teaching 
and  DSH  payments  it  would  have  made  had  those 
patients  been  in  the  fee-for-service  program.  As 
described  earlier,  facilities  would  need  to  be  able  to 
identify  their  Medicare  risk  plan  patients  for  HCFA 
to  determine  the  payment  amount  they  should 
receive. 

PAYMENTS  TO  PPS-EXCLUDED 
HOSPITALS  AND  DISTINCT-PART 
UNITS 

When  PPS  was  established,  it  was  clear  that 
prospective  payment  based  on  DRGs  could  not  be 
applied  universally,  so  certain  providers  were 
excluded.  Five  types  of  specialty  hospitals  (rehabil- 
itation, psychiatric,  long-term  care,  children's,  and 
cancer)  and  two  types  of  distinct-part  units  in  gen- 
eral hospitals  (rehabilitation  and  psychiatric)  are 
exempt  from  PPS.  They  are  excluded  primarily 
because  DRGs  fail  to  predict  their  resource  costs 
accurately. 

PPS-excluded  providers  are  subject  to  the  pay- 
ment limitations  and  incentives  established  in  the 


Tax  Equity  and  Fiscal  Responsibility  Act  of  1982 
(TEFRA).  Payments  for  inpatient  operating  costs 
are  based  on  each  provider's  current  Medicare- 
allowable  inpatient  operating  costs  per  discharge  or 
a  target  amount.  The  target  amount  equals  the 
provider's  allowable  costs  per  discharge  in  a  base 
year,  trended  to  the  current  year  by  an  annual 
update  factor.  Medicare's  share  of  allowable  capital 
costs  is  paid  in  its  entirety. 

Under  TEFRA,  a  facility  with  Medicare-allow- 
able inpatient  operating  costs  below  its  ceiling  (its 
target  amount  times  the  number  of  Medicare  dis- 
charges) receives  its  costs  plus  an  incentive  pay- 
ment. This  equals  either  50  percent  of  the  differ- 
ence between  its  costs  and  its  ceiling  or  5  percent 
of  the  ceiling,  whichever  is  less.  A  facility  with 
inpatient  operating  costs  above  its  ceiling  receives 
the  ceiling  plus  50  percent  of  the  difference 
between  the  ceiling  and  its  costs.  Total  payments, 
however,  may  not  exceed  110  percent  of  the  ceil- 
ing. 

New  providers  are  exempt  from  the  payment 
limits  for  up  to  their  first  three  years  of  operation. 
During  this  time,  payments  are  based  on  reasonable 
costs.  The  second  full  cost  reporting  period  for  new 
providers  becomes  the  base  year  for  establishing 
their  target  amount.  In  any  given  year,  a  facility 
may  receive  an  additional  amount,  known  as  an 
exceptions  payment,  under  certain  circumstances  if 
its  costs  are  above  its  target  amount. 

Although  the  Congress  legislates  the  update  to 
the  TEFRA  target  amounts,  the  Secretary  and 
ProPAC  are  required  to  recommend  an  update  fac- 
tor each  year.  The  Commission's  update  recom- 
mendation for  fiscal  year  1998  is  presented  below. 
In  addition,  ProPAC  recommends  that  the  Congress 
consider  modifying  the  TEFRA  payment  system 
and  discusses  several  options.  This  stems  from  the 
Commission's  ongoing  concern  about  the  unintend- 
ed long-run  effects  of  current  policy,  particularly 
the  disparity  in  financial  performance  among 
providers. 

Update  to  the  TEFRA  Target  Amounts 

Updates  to  the  target  amounts  in  fiscal  years 
1994  through  1997  were  based  on  a  complex  for- 
mula. Under  this  formula,  each  facility's  update 
was  determined  by  comparing  its  current  costs  to 


37 


its  1990  target  amount.  This  policy  was  intended  to 
reduce  the  large  gaps  between  costs  and  target 
amounts  experienced  by  some  facilities.  The 
updates  ranged  from  the  projected  increase  in  the 
PPS-excluded  facility  market  basket  index  to  the 
market  basket  increase  minus  1.0  percentage 
points.  For  fiscal  years  1998  and  beyond,  the 
update  for  all  facilities  is  currently  set  at  the  fore- 
casted market  basket  increase. 

Recommendation  13:  Updating  the  Target 
Amounts  for  PPS-Excluded  Hospitals  and 
Distinct-Part  Units 

ProPAC's  update  framework  indicates  that 
a  2.0  percent  average  increase  in  the 
TEFRA  target  amounts  is  appropriate  for 
fiscal  year  1998.  This  average  reflects  infla- 
tion in  the  prices  of  hospital  inputs  and  the 
Commission's  judgment  about  the  cost- 
increasing  effects  of  scientific  and  techno- 
logical advances. 

The  Commission's  recommendation  is  deter- 
mined primarily  by  the  projected  increase  in  the 
PPS-excluded  market  basket  index  (see  Table  1-3). 
The  market  basket  measures  inflation  in  the  prices 
of  inputs  used  by  these  facilities  in  treating  Medi- 
care patients.  HCFA's  current  market  basket 
increase  forecast  for  fiscal  year  1998  is  2.8  percent. 
The  Commission  believes,  however,  that  HCFA's 
market  basket  as  constructed  does  not  adequately 
recognize  the  unique  characteristics  of  the  hospital 
labor  market.  The  major  reason  is  that  the  labor 
component  of  HCFA's  market  basket  gives  too  little 
weight  to  expected  wage  growth  in  the  hospital 
industry.  Therefore,  as  with  the  PPS  operating 


update,  the  Commission  has  constructed  its  own 
version  of  the  market  basket  for  PPS-excluded 
facilities.  Its  recommendation  thus  includes  a  nega- 
tive adjustment  of  0.1  percentage  points  to  account 
for  the  difference  between  the  forecasts  for  HCFA's 
and  ProPAC's  market  baskets. 

ProPAC  believes  the  update  should  be  corrected  for 
substantial  prior  market  basket  forecast  errors. 
Because  projections  necessarily  rely  on  available  data, 
they  cannot  accurately  anticipate  all  future  economic 
conditions  that  may  affect  input  prices.  Updates  based 
on  market  basket  forecasts,  therefore,  may  result  in 
overpayments  or  underpayments  to  PPS-excluded 
facilities.  These  should  not  be  carried  forward  to  sub- 
sequent payment  years.  The  market  basket  projection 
used  to  update  TEFRA  target  amounts  in  fiscal  year 
1996  was  3.4  percent.  The  actual  market  basket 
increase,  however,  was  only  2.7  percent.  Therefore, 
the  Commission's  update  framework  includes  a  nega- 
tive adjustment  of  0.7  percentage  points  for  the  fiscal 
year  1 996  market  basket  forecast  error. 

The  update  also  includes  an  allowance  for  scien- 
tific and  technological  advances  for  PPS-excluded 
hospitals  and  distinct-part  units.  It  is  intended  to 
encourage  providers  to  adopt  quality-enhancing 
technologies,  even  when  they  increase  costs.  The 
level  of  this  allowance  reflects  the  Commission's 
judgment  about  the  expected  growth  in  costs  due  to 
scientific  and  technological  advances  used  to  pro- 
vide inpatient  services  to  Medicare  beneficiaries. 

To  reach  an  informed  judgment  on  the  appropri- 
ate allowance,  ProPAC  reviewed  prior  allowances 
and  generally  assessed  changes  in  the  use  and  cost 
of  technologies  expected  for  fiscal  year  1998.  On 


Table  1-3.  Update  Framework  for  PPS-Excluded  Hospitals,  Fiscal  Year  1998 
(In  Percent) 


Components  of  the  update 

Fiscal  year  1998  HCFA  PPS-excluded  market  basket  forecast*  2.8% 

Adjustment  for  difference  between  HCFA  and  ProPAC  market  baskets*   -0.1 

Correction  for  fiscal  year  1 996  forecast  error    -0.7 

Allowance  for  scientific  and  technological  advances   0.0 

Total  PPS-excluded  update   2.0 


•  The  market  basket  forecast  was  supplied  by  the  Health  Care  Financing  Administration,  Office  of  the  Actuary.  December  1996.  This 
forecast  is  subject  to  change  as  more  current  data  become  available. 
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the  basis  of  this  review,  the  Commission  concluded 
that  the  diffusion  of  new  technologies  will  not  sub- 
stantially increase  Medicare  costs  in  PPS-excluded 
facilities  during  fiscal  year  1998. 

Unlike  the  Commission's  update  frameworks  for 
PPS  hospitals,  the  formula  for  excluded  facilities 
does  not  include  a  productivity  adjustment.  The 
adjustment  to  the  PPS  updates  is  based  on  the  prin- 
ciple that  Medicare  should  share  in  the  savings 
generated  by  productivity  improvements.  The  pro- 
gram automatically  shares  in  the  savings  under 
TEFRA,  though,  because  part  of  any  increase  in 
efficiency  is  factored  into  reduced  payments.  A  fur- 
ther reduction  for  productivity  gains  thus  would  not 
be  appropriate. 

Changes  to  the  TEFRA  Payment  System 

The  Congress  initially  excluded  specialty  hospi- 
tals and  units  from  PPS  temporarily,  with  the 
understanding  that  prospective  payment  for  these 
providers  would  be  implemented  at  a  later  date. 
They  have  remained  under  the  TEFRA  payment 
system  for  much  longer  than  anticipated,  however. 
This  is  because  the  patient  classification  systems 
necessary  for  prospective  payment  have  not  yet 
been  developed.  Consequently,  several  flaws  inher- 
ent in  the  TEFRA  payment  system  that  would  have 
had  little  significance  in  the  short  run  have  led  to 
undesirable  effects  over  time.  Of  major  concern  are 
the  substantial  payment  disparities  across 
providers. 

The  use  of  facility-specific  historical  costs  to  set 
the  target  amounts  systematically  rewards  certain 
facilities  and  penalizes  others.  Providers  that  had 
relatively  high  costs  per  case  in  the  base  year  may 
have  a  greater  opportunity  to  keep  their  costs 
below  their  target  amounts.  To  the  extent  they  suc- 
ceed, they  benefit  by  receiving  incentive  pay- 
ments. By  contrast,  providers  that  were  more  effi- 
cient in  their  base  year,  as  reflected  in  relatively 
low  costs  per  case,  are  penalized  by  having  a  low 
target  amount.  They  are  less  likely  to  receive 
incentive  payments  because  their  ability  to  keep 
costs  below  that  target  is  doubtful.  The  TEFRA 
system  is  also  problematic  because  the  update 
mechanism  does  not  account  for  changes  in  case 
mix  or  treatment  patterns.  Although  the  exceptions 
process  provides  additional  payments  under  cer- 
tain circumstances,  these  are  made  retrospectively 


and  may  not  fully  compensate  for  the  higher  costs 
associated  with  a  more  complex  case  mix. 

Providers  that  have  been  subject  to  TEFRA 
longer  thus  may  be  disadvantaged  relative  to  new 
ones  entering  the  market.  This  is  especially  likely 
because  newly  certified  hospitals  and  units  are 
exempt  from  the  TEFRA  limits  for  their  first  two 
full  cost  reporting  years.  Moreover,  they  have 
incentives  to  inflate  their  initial  costs.  To  the 
extent  that  new  providers  do  this — thereby  estab- 
lishing high  target  amounts — they  have  an  addi- 
tional advantage  compared  with  older  ones.  More- 
over, if  patient  volume  increases  in  subsequent 
years  (as  frequently  occurs  for  new  facilities), 
fixed  costs  are  spread  over  a  larger  patient  base, 
keeping  costs  per  discharge  below  the  facility's 
target  amount. 

In  fact,  the  financial  performance  of  new  facili- 
ties is  very  different  from  that  of  older  ones.  Hospi- 
tals and  units  that  were  first  subject  to  TEFRA  lim- 
its after  fiscal  year  1989  had  higher  costs, 
payments,  and  payment  to  cost  ratios  than  those 
entering  the  TEFRA  system  before  then.  In  addi- 
tion, aggregate  payment  to  cost  ratios  for  all  facility 
types  steadily  improved  from  1990  to  1994,  except 
for  children's  and  cancer  hospitals.  This  is  primari- 
ly due  to  the  influx  of  new  entrants  with  higher 
costs  and  payments. 

Recommendation  14:  Modifying  the  TEFRA 
Payment  System 

The  Congress  should  consider  modifying 
the  TEFRA  payment  system  to  correct  for 
the  payment  disparity  between  new  and  old 
providers. 

Several  methods  to  correct  for  the  payment  dis- 
parity between  new  and  old  providers  have  been 
considered  in  the  past.  Each  one  has  strengths  and 
weaknesses  and  may  raise  additional  equity  issues 
if  implemented. 

Rebasing  may  be  appropriate,  given  that  older 
facilities  are  at  a  competitive  disadvantage  under 
TEFRA.  To  rebase,  the  target  amount  for  each  facil-  I 
ity  would  be  calculated  with  more  recent  cost  report 
data  or,  perhaps,  as  the  average  of  multiple  years. 
This  would  account  for  differential  changes  in 
patient  complexity,  treatment  patterns,  or  input 
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prices  across  facilities.  Rebasing  would,  however, 
penalize  hospitals  that  had  constrained  their  costs 
by  paying  them  less.  At  the  same  time,  facilities  that 
had  not  become  more  efficient  would  be  rewarded 
with  higher  target  amounts.  Older  facilities  could 
still  be  at  a  competitive  disadvantage  because  their 
recent  costs  would  reflect  past  spending  patterns 
that  were  constrained  by  the  annual  updates. 

Floor  and  ceiling  limits  applied  to  individual  tar- 
get amounts  would  narrow  the  payment  gap  by 
bringing  hospitals  at  either  end  of  the  range  closer 
to  the  mean.  These  limits  could  be  based  on  an 
average  target  amount  for  each  facility  type  or  sub- 
sets of  providers  grouped  by  facility  age  or  patient 
mix,  for  example.  But  determining  the  appropriate 
floor  and  ceiling  amounts  would  be  difficult.  With- 
out adequate  case-mix  measures,  hospitals  that 
incur  higher  costs  because  they  treat  sicker  patients 
could  be  disadvantaged. 

A  dollar  amount  cap  on  incentive  payments  to 
any  facility  could  curb  payments  to  new  facilities 
and  control  the  growth  in  Medicare  spending  on 
these  providers  overall.  Under  current  policy,  per 
case  incentive  payments  to  providers  with  costs 
below  their  target  are  limited.  Incentive  amounts 
become  larger,  however,  as  patient  volume  increas- 
es. Additional  information  on  the  relationship 
between  costs  and  targets  across  providers  would 
be  needed  to  determine  the  appropriate  threshold. 

Another  option  would  be  to  have  differential 
updates  to  recognize  that  all  hospitals  and  units  do 
not  face  identical  cost  increases.  The  update  to  the 
TEFRA  target  amounts  for  fiscal  year  1997  is  facility- 
specific.  The  update  for  fiscal  year  1998  and  beyond, 
however,  is  a  single  national  percentage.  The  update 
process  may  be  an  appropriate  way  to  recognize  that 
changes  in  medical  practice  patterns  are  not  likely  to 
be  uniform  across  different  provider  groups. 

PAYMENTS  FOR  HOSPITAL 
OUTPATIENT  SERVICES 

Medicare  beneficiaries  receive  services  in  a  vari- 
ety of  ambulatory  facilities,  including  hospital  out- 
patient facilities,  ambulatory  surgical  centers,  free- 
standing kidney  dialysis  centers,  comprehensive 
outpatient  rehabilitation  facilities,  and  rural  health 
clinics.  Medicare  expenditures  for  these  services 
have  been  growing  rapidly.  Since  fiscal  year  1983, 


payments  for  ambulatory  services  (excluding  those 
for  physician  services)  have  risen  an  average  of  14 
percent  annually,  reaching  $16.3  billion  in  1995. 
HCFA  estimates  that  about  70  percent  of  these  pay- 
ments were  made  to  hospitals  for  services  provided 
in  outpatient  departments. 

Payment  for  hospital  outpatient  services  is 
extremely  fragmented.  While  some  services  are 
paid  using  prospective  rates,  most  are  paid  on  the 
basis  of  costs  or  charges,  or  a  blend  of  costs  or 
charges  and  prospective  rates.  When  payments  are 
based  on  costs  or  charges,  there  is  little  financial 
incentive  to  provide  care  in  the  most  efficient  fash- 
ion, since  lower  costs  or  charges  result  in  corre- 
spondingly lower  payments.  In  addition,  the  multi- 
ple payment  methods  across  services  create 
conflicting  financial  incentives  and  undermine  the 
effectiveness  of  any  one  set  of  incentives.  At  the 
same  time,  the  existence  of  multiple  ambulatory 
settings  complicates  the  issue  of  outpatient  pay- 
ment reform.  Medicare's  payment  for  a  given  ser- 
vice can  vary  substantially  across  these  different 
providers.  This  may  result  in  various  payment 
amounts  for  the  same  service  depending  on  where 
it  was  provided,  and  also  may  inappropriately 
affect  the  choice  of  treatment  site. 

Two  additional  problems  arise  with  respect  to  Medi- 
care's payment  for  hospital  outpatient  services.  First, 
unlike  in  other  settings  where  beneficiary  cost  sharing 
is  20  percent  of  the  total  payment,  beneficiary  liability 
for  services  provided  in  the  hospital 
outpatient  department  is  set  at  20  percent  of  charges. 
Because  charges  are  much  higher  than  payments,  ben- 
eficiaries using  hospital  outpatient  services  are  respon- 
sible for  significantly  more  than  20  percent  of  the  total 
payment.  For  certain  surgical,  radiological,  and  diag- 
nostic procedures,  beneficiaries,  on  average,  are  liable 
for  more  than  half  of  all  payments.  These  copayment 
requirements  are  considerably  higher  than  if  the  same 
services  were  provided  in  other  ambulatory  settings. 
Even  across  hospitals,  beneficiary  liability  for  the  same 
service  differs,  because  charges  vary  widely. 

Second,  a  flaw  in  Medicare's  payment  method 
for  most  hospital  outpatient  surgeries,  radiology 
procedures,  and  selected  diagnostic  services  sys- 
tematically pays  hospitals  more  than  the  Congress 
intended.  Medicare's  share  of  payment  for  these 
services  is  supposed  to  be  the  total  amount  minus 
the  beneficiary  copayment.  For  facilities  paid  a 
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blend  of  costs  or  charges  and  prospective  rates, 
however,  program  payments  are  not  reduced  by  the 
entire  copayment,  because  the  payment  formula 
written  in  statute  was  incorrectly  specified. 

Recommendation  15:  Prospective  Payment 
System  for  Hospital  Outpatient  Services 

The  Secretary  should  implement  a  prospec- 
tive payment  system  for  hospital  outpatient 
services  as  soon  as  possible.  Such  a  system 
should  incorporate  methods  for  controlling 
the  volume  of  services. 

The  Commission  has  long  believed  that  Medicare 
should  pay  adequate  rates  for  efficiently  provided 
care.  To  this  end,  ProPAC  supports  the  use  of 
prospectively  determined  rates  for  hospital  outpa- 
tient services.  Prospective  payment  rewards  efficient 
low-cost  providers  and  penalizes  inefficient  ones. 

ProPAC  recognizes  that  prospective  rates  alone 
cannot  curb  the  rise  in  expenditures  for  ambulatory 
care.  If  the  unit  of  payment  is  the  service,  then 
providers  can  increase  revenues  by  delivering 
more  services.  Thus,  to  contain  growth  in  spending 
and  encourage  use  of  an  appropriate  mix  of  ser- 
vices and  settings,  payment  reform  must  include 
some  mechanism  to  control  volume,  such  as 
expenditure  targets.  Such  an  approach  would 
reduce  the  payment  rates  for  all  services  if  total 
spending  exceeded  some  predetermined  amount. 

Because  beneficiaries  can  receive  services  in  an 
array  of  ambulatory  settings,  the  payment  methods 
and  amounts  should  be  comparable  across  the  vari- 
ous types  of  providers.  In  the  absence  of  justifiable 
differences  in  the  cost  of  furnishing  services,  Medi- 
care's policy  of  paying  different  amounts  for  simi- 
lar services  inappropriately  favors  some  providers 
over  others.  For  this  reason,  the  ultimate  goal  of 
payment  reform  should  be  to  create  a  payment  sys- 
tem that  is  consistent  across  all  ambulatory  facili- 
ties. 

Recommendation  16:  Reducing  Beneficiary 
Liability  for  Hospital  Outpatient  Services 

Beneficiary  liability  for  hospital  outpatient 
services  should  be  reduced  from  20  percent 
of  charges  to  20  percent  of  the  allowed  pay- 
ment, as  it  is  for  other  services.  Further, 


the  Congress  should  correct  the  blended 
payment  formula.  This  would  help  offset 
the  increase  in  Medicare  outlays  resulting 
from  a  reduction  in  beneficiary  liability. 

Differences  in  cost  sharing  across  ambulatory 
settings  penalize  beneficiaries  who  receive  care  in 
hospital  outpatient  departments.  Moreover,  this 
penalty  increases  as  hospital  charges  rise.  The  bur- 
den of  coinsurance  is  mitigated  for  many  beneficia- 
ries because  they  have  supplemental  insurance  poli- 
cies or  are  eligible  for  Medicaid  benefits  that  cover 
most  copayments.  About  1 1  percent  of  Medicare 
beneficiaries,  however,  lack  such  coverage.  Those 
who  have  private  policies  indirectly  carry  the  grow- 
ing burden  of  cost  sharing  through  rising  insurance 
premiums. 

ProPAC  recognizes  there  are  some  obstacles  to 
reducing  beneficiary  liability.  Basing  copayments 
on  Medicare-allowable  payments  could  substantial- 
ly increase  program  spending.  Since  beneficiary 
liability  is  subtracted  from  the  total  payment  to 
determine  Medicare's  contribution,  charge-based 
copayments  reduce  the  amount  for  which  the  pro- 
gram is  responsible.  Setting  beneficiary  copay- 
ments at  20  percent  of  the  payment  would  thus  sub- 
stantially increase  Medicare  expenditures.  In 
addition,  copayments  would  have  to  be  based  on 
estimated  payments  until  a  prospective  system  was 
implemented.  This  could  be  done  in  several  ways. 
Copayments  could  equal  a  lower  percentage  of 
charges,  for  example.  Alternatively,  an  estimate  of 
each  hospital's  payment  to  charge  ratio  could  be 
used  in  determining  the  coinsurance  amount  for 
each  service. 

The  problem  with  hospital  outpatient  cost  sharing 
is  exacerbated  because  the  blended  formula  used  to 
pay  some  hospitals  does  not  capture  the  full  amount 
of  the  beneficiary's  copayment.  Since  Medicare's 
share  of  the  total  payment  is  calculated  after  the 
beneficiary's  share  is  determined,  the  flawed  formu- 
la overstates  the  program's  share  of  the  total  pay- 
ment. This  results  in  payments  that  are  higher  than 
intended.  Further,  the  flaw  in  the  formula  provides 
an  incentive  to  raise  charges  for  these  services, 
thereby  increasing  beneficiary  liability  and  total 
payments  to  hospitals.  The  formula-driven  overpay- 
ment should  be  corrected  immediately.  The  result- 
ing savings  could  be  used  to  partially  offset  the 
costs  of  reducing  beneficiary  liability. 
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PAYMENTS  FOR  DIALYSIS  SERVICES 

The  1972  amendments  to  the  Social  Security 
Act  extended  Medicare  coverage  to  people  of  all 
ages  with  end-stage  renal  disease  (ESRD).  These 
beneficiaries  are  entitled  to  receive  all  Part  A  and 
Part  B  services,  including  chronic  dialysis  and 
kidney  transplantation.  The  program  covers 
about  93  percent  of  the  ESRD  population.  The 
number  of  beneficiaries  with  ESRD  grew  8.6 
percent  per  year,  on  average,  between  1986  and 
1994. 

Most  ESRD  patients  are  treated  with  hemodialy- 
sis or  peritoneal  dialysis.  These  services  are  fur- 
nished either  at  hospital-based  or  free-standing  dial- 
ysis facilities,  or  at  home  under  provider 
supervision.  Facilities  receive  a  prospective  pay- 
ment, called  the  "composite  rate,"  to  cover  the  bun- 
dle of  services,  tests,  drugs,  and  supplies  routinely 
required  for  a  single  dialysis  treatment.  The  compos- 
ite rate  for  hcspital-based  providers  is  SI  26  per  treat- 
ment; for  independent  facilities,  it  is  $122.  The  rates 
have  remained  essentially  the  same  since  1983. 
because  the  Medicare  statute  does  not  provide  for  an 
annual  update. 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  ProPAC  to  recommend  to  the  Congress  an 
annual  update  to  the  composite  rate.  To  develop 
this  recommendation,  the  Commission  assesses  the 
costs  of  providing  dialysis  and  how  they  are  likely 
to  change  in  the  coming  year.  This  assessment  is 
based  on  a  framework  similar  to  those  used  to 
derive  the  PPS  hospital  update  recommendations.  It 
includes  a  market  basket  index  to  reflect  input  price 
changes,  an  allowance  for  the  cost  of  scientific  and 
technological  advances,  and  a  target  for  productivi- 
ty improvements.  In  addition,  the  Commission 
evaluates  evidence  regarding  the  quality  of  care 
provided  to  dialysis  patients. 

ProPAC  uses  data  from  dialysis  facility  cost 
reports  to  develop  the  market  basket  index,  track 
productivity  trends,  and  assess  the  adequacy  of  the 
composite  rates.  These  data  are  incomplete  for 
substantial  numbers  of  providers.  The  cost  and 
staffing  values  are  questionable  for  others.  The 
Commission,  therefore,  is  concerned  about  the 
reliability  of  these  data,  and  questions  whether 
reported  costs  represent  the  true  costs  of  providing 
dialysis. 


Recommendation  17:  Improving  Dialysis 
Facility  Data 

HCFA  should  regularly  audit  a  representa- 
tive sample  of  dialysis  facility  cost  reports 
to  ensure  that  it  has  accurate  data  to  assess 
the  adequacy  of  the  composite  rates.  Fur- 
ther, it  should  systematically  track  quality 
indicators  for  these  providers. 

A  HCFA  audit  of  a  sample  of  1991  dialysis  facil- 
ity cost  reports  found  that  reported  costs  were  over- 
stated. Independent  facilities  had  Medicare  costs 
that  were  12.2  percent  lower  than  reported  costs, 
while  hospital-based  facilities  had  a  4.6  percent 
discrepancy.  More  current  data  are  likely  to  reflect 
actual  costs  more  accurately.  HCFA  has  employed 
a  number  of  mechanisms  to  improve  the  quality  of 
data,  including  a  new  cost  report  for  independent 
facilities  and  revised  cost  report  instructions.  At  the 
same  time,  the  National  Renal  Administrators 
Association  has  been  working  with  its  members  to 
help  ensure  that  cost  reports  are  filed  correctly. 
Without  another  HCFA  audit,  however.  Medicare 
does  not  have  an  accurate  measure  of  the  cost  of 
providing  dialysis  services.  Periodic  audits  are 
therefore  necessary. 

Because  Medicare  is  the  dominant  payer  for 
chronic  dialysis,  it  has  a  unique  responsibility  to 
monitor  the  quality  of  these  services.  HCFA 
plans  to  conduct  a  pilot  project  to  track  specific 
quality  indicators  systematically.  The  Commis- 
sion supports  this  effort  and  urges  the  Secretary 
to  commit  sufficient  resources  to  ensure  timely 
completion  of  the  project  so  that  quality  mea- 
surement can  be  fully  implemented  without 
delay. 

Recommendation  18:  Update  to  the  Composite 
Rate  for  Dialysis  Services 

For  fiscal  year  1998,  the  composite  rate 
for  dialysis  services  should  be  increased 
by  2.8  percent  to  ensure  that  beneficiaries 
receive  quality  care.  This  level  reflects  the 
projected  increase  in  the  market  basket 
index  for  dialysis  services,  and  the  Com- 
mission's judgment  about  the  likely 
effects  of  scientific  and  technological 
advances  and  productivity  gains  on  facili- 
ties' costs. 
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The  market  basket  index  for  dialysis  facilities  is 
intended  to  measure  change  in  the  cost  of  producing 
a  dialysis  treatment  due  to  anticipated  changes  in  the 
prices  of  the  goods  and  services  that  dialysis 
providers  purchase.  It  is  constructed  by  defining  four 
input  categories — capital,  labor,  other  direct  costs, 
and  overhead — and  weighting  each  by  its  share  of 
total  expenses.  The  anticipated  price  change  for  each 
component  is  then  measured  by  the  projected  change 
in  prices  for  related  goods  or  services. 

Whereas  the  market  basket  measures  changes  in 
input  prices,  the  S&TA  and  productivity  improve- 
ment adjustments  are  intended  to  account  for 
expected  changes  in  the  use  of  inputs.  In  general, 
the  productivity  adjustment  reflects  the  cost- 
decreasing  effects  of  using  inputs  more  efficiently, 
while  the  S&TA  allowance  reflects  the  cost- 
increasing  effects  of  the  adoption  or  diffusion  of 
relevant  new  technologies  that  enhance  quality. 

The  Commission's  market  basket  forecast  indi- 
cates that  prices  will  rise  2.8  percent  for  indepen- 
dent and  hospital-based  facilities  between  fiscal 
years  1997  and  1998  (see  Table  1-4).  An  examina- 
tion of  overall  developments  in  the  dialysis  indus- 
try suggests  that  current  scientific  and  technologi- 
cal advances  reflect  the  further  diffusion  of 
emerging  technologies,  rather  than  the  introduction 
of  significant  innovations.  ProPAC's  fiscal  year 
1998  S&TA  allowance  is  thus  consistent  with 
allowances  from  recent  years  of  between  0.5  per- 
cent and  1.0  percent.  Finally,  providers  should  be 
able  to  achieve  modest  productivity  gains  of  0.5 
percent  to  1 .0  percent,  which  would  offset  the  costs 
related  to  S&TA.  (See  Appendix  A  for  more  infor- 
mation on  the  background  analyses.) 


In  making  this  recommendation,  the  Commission 
also  considered  the  characteristics  of  the  dialysis 
industry  and  the  relationship  between  payments  and 
costs.  The  number  of  dialysis  providers  increased 
by  about  7  percent  annually  from  1988  to  1995.  The 
supply  of  independent  proprietary  facilities  grew  at 
10  percent  per  year.  These  providers  account  for 
about  63  percent  of  all  facilities  and  serve  the  same 
proportion  of  all  patients.  Financial  analysts  regard 
these  facilities  as  attractive  investments  because  the 
potential  for  future  profitability  is  high.  Increasing 
consolidation  is  occurring  within  the  industry, 
which  provides  opportunities  for  growth  in  market 
share,  greater  economies  of  scale,  and  expanding 
lines  of  business.  Although  Medicare  payment  to 
cost  ratios  are  declining,  payments  to  independent 
facilities  continue  to  exceed  reported  costs  (see 
Table  1-5). 

By  contrast,  Medicare  payment  to  cost  ratios  for 
hospital-based  facilities  are  considerably  lower. 
Substantially  higher  per  treatment  costs,  which  are 
partly  related  to  their  overhead  allocation  practices, 
may  be  responsible  for  this.  In  addition,  rural  facili- 
ties and  those  that  provide  fewer  treatments  overall 
have  relatively  poor  financial  performance. 

Many  industry  experts  have  raised  concerns 
about  whether  facilities  can  continue  to  provide 
quality  dialysis  services  without  higher  pay- 
ments. There  is  no  conclusive  evidence  indicating 
that  the  quality  of  care  has  actually  declined  or 
that  reimbursement  levels  are  related  to  out- 
comes. Recent  studies  do  suggest,  however,  that 
almost  half  of  all  U.S.  hemodialysis  patients  are 
underdialyzed.  which  raises  the  risk  of  morbidity 
and  mortality. 16  Other  studies  have  found  that 


Table  1-4.   Update  Framework  for  the  Dialysis  Composite  Rate,  Fiscal  Year  1998 
(In  Percent) 


Components  of  the  update 

Fiscal  year  1998  dialysis  market  basket  forecast*  2.8% 

Allowance  for  scientific  and  technological  advances   0.5  to  1.0 

Adjustment  for  productivity    -1.0  to -0.5 

Total  dialysis  composite  rate  update  2.8 

*  The  market  basket  was  developed  by  ProPAC.  The  forecast  was  supplied  by  the  Health  Care  Financing  Administration,  Office  of  the 
Actuary,  December  1996.  This  forecast  is  subject  to  change  as  more  current  data  become  available. 
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Table  1-5.  Payment  to  Cost  Ratios  for  Hospital-Based  and  Independent  Dialysis 
Providers,  Fiscal  Years  1991-1995 


Type  of  Provider 

1991 

1992 

1993 

1994 

1995 

Hospital-based 

0.80 

0.78 

0.77 

0.77 

0.74 

Independent 

1.13 

1.12 

1.11 

1.04 

1.03 

Note:  Includes  both  hemodialysis  and  peritoneal  dialysis  treatments. 

SOURCE:  ProPAC  analysis  of  unaudited  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 


controlling  for  factors  such  as  age,  race,  sex,  and 
cause  of  renal  failure  does  not  fully  explain  the 
variation  in  mortality  rates  across  facilities.17 
Those  findings  suggest  that  treatment,  indepen- 
dent of  patient  characteristics,  is  the  major  factor 
influencing  patient  outcomes. 

Given  these  quality  of  care  concerns,  ProPAC 
recommends  a  payment  increase  for  fiscal  year 


1998.  An  update  of  2.8  percent,  as  suggested  by  the 
Commission's  framework,  would  allow  facilities  to 
make  quality  improvements,  such  as  lengthening 
dialysis  sessions.  Further,  the  Secretary  should 
closely  monitor  the  relationships  among  treatment 
patterns,  patient  outcomes,  and  facility  costs. 
Future  recommendations  to  increase  the  composite 
rate  will  depend  on  whether  the  Commission  finds 
that  higher  payments  raise  the  standard  of  care. 
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Notes  to  Chapter  1 


1.  The  PPS  inpatient  margin  is  the  difference 
between  the  PPS  operating  and  capital  pay- 
ments the  hospital  receives  and  the  sum  of  its 
Medicare  inpatient  operating  and  capital  costs, 
taken  as  a  percentage  of  the  payments.  The 
total  margin  is  the  difference  between  the  hos- 
pital's total  revenues  and  its  total  expenses, 
taken  as  a  percentage  of  total  revenues. 

2.  Most  acute  care  hospitals  entered  PPS  at  the 
inception  of  their  first  Medicare  cost-reporting 
period  beginning  during  fiscal  year  1984. 
Since  hospitals'  reporting  periods  vary,  the 
data  for  a  given  PPS  year  actually  reflect  a 
range  of  12-month  reporting  periods  spanning 
almost  two  years.  Consequently,  PPS  costs, 
payments,  and  margins  for  1985,  for  example, 
overlap  calendar  years  1985  and  1986  about 
equally.  Likewise,  the  final  data  for  1995  will 
reflect  hospitals'  PPS  experience  during  1995 
and  1996. 

3.  The  consumer  price  index  for  urban  consumers, 
produced  by  the  Bureau  of  Labor  Statistics, 
measures  the  rate  of  increase  in  the  prices  of  a 
market  basket  of  goods  and  services  purchased 
by  consumers  living  in  urban  areas. 

4.  Prospective  Payment  Assessment  Commission, 
Hospital  Costs  and  Payments  by  Revenue 
Source:  The  Impact  of  Medicaid  Payment 
Increases  in  1992,  ProPAC  Intramural  Report  I- 
95-05,  October  1995. 

5.  Like  the  PPS  operating  payment  rates,  the  Fed- 
eral capital  rates  are  based  on  a  national  pay- 
ment amount  per  discharge,  adjusted  to  reflect 
factors  that  affect  capital  costs  across  areas  and 
types  of  hospitals.  The  payment  rate  for  each 
case  is  determined  by  multiplying  the  adjusted 
payment  amount  by  the  relative  weight  for  the 
DRG  to  which  the  patient  is  assigned.  The 
DRG  weights  are  the  same  as  those  used  for  the 
operating  payment  rates  under  PPS. 

6.  The  blend  factors  change  each  year;  in  fiscal 
year  1998,  the  blended  rate  will  consist  of  30 
percent  of  the  hospital-specific  rate  and  70  per- 
cent of  the  Federal  capital  rate. 


7.  This  estimate  is  from  the  Congressional  Budget 
Office,  January  1997.  It  includes  both  Part  A 
and  Part  B  payments  for  the  direct  graduate 
medical  education  costs  of  residents'  training. 
The  estimate  excludes  direct  medical  education 
payments  for  nursing  and  allied  health  profes- 
sions training  programs. 

8.  Primary  care  specialties  include  family  prac- 
tice, general  internal  medicine,  and  pediatrics. 
Also  included  in  this  higher  payment  category 
are  residents  in  obstetrics  and  gynecology,  pre- 
ventive medicine  and  public  health,  and  geri- 
atric subspecialty  programs. 

9.  This  estimate  is  based  on  total  PPS  spending 
estimates  from  the  Congressional  Budget 
Office  and  ProPAC's  payment  model. 

10.  From  1984  to  1996,  the  number  of  residents  in 
training  programs  increased  by  about  30  percent, 
according  to  data  reported  in  the  Journal  of  the 
American  Medical  Association.  A  large  portion 
of  this  increase,  however,  was  in  subspecialty 
residency  programs,  which  were  not  included  in 
the  residency  count  reported  for  1984.  See 
JAMA  256(12):  1585-94,  September  26,  1986, 
and  JAMA  276(9):  739-48,  September  4,  1996. 

1 1.  Medicare  payments  for  direct  GME  costs  or 
IME  costs  are  provided  only  to  hospitals.  Hos- 
pitals can  receive  direct  GME  payments  for  the 
time  residents  spend  training  in  non-hospital 
settings  but  only  if  the  hospital  pays  substan- 
tially all  the  training  costs  for  those  residents. 

12.  American  Hospital  Association  Annual  Survey 
data  for  1 994  were  used  to  determine  the  shares  of 
total  patient  care  costs  devoted  to  each  major  payer 
group.  These  shares  were  42. 1  percent  for  Medi- 
care and  13.6  percent  for  Medicaid.  The  share  of 
Medicare  costs  accounted  for  by  SSI  patients  was 
7.8  percent;  the  Medicare  SSI  share  of  total  patient 
care  costs  was  therefore  3.3  percent. 

13.  Payments  for  rural  hospitals  with  500  or  more 
beds,  of  which  there  are  very  few,  are  based  on 
the  same  formula  as  those  for  large  urban  hos- 
pitals. 
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14.  A  multivariate  analysis  of  hospital  cost  differ- 
ences ProPAC  conducted  recently  indicated  that 
low-income  patient  load  generally  does  not 
increase  Medicare  costs  per  case.  At  the  patient 
level,  a  study  by  Arnold  Epstein.  Robert  Stern, 
and  Joel  Weissman  did  find  evidence  that,  in 
five  Massachusetts  hospitals,  inpatients  of  lower 
socioeconomic  status  had  longer  stays  and 
required  more  resources.  ("Do  the  Poor  Cost 
More?  A  Multihospital  Study  of  Patients' 
Socioeconomic  Status  and  Use  of  Hospital 
Resources,"  The  New  England  Journal  of  Medi- 
cine 322(16):  1 122-28,  April  19,  1990.)  A  study 
by  Gerald  Kominski  and  Stephen  Long,  howev- 
er, found  that  poor  hospital  patients  had  slightly 
lower  costs.  ("Do  Low-Income  Medicare 
Patients  Have  Costlier  Hospital  Stays?"  Journal 
of  Health  Economics,  in  press).  This  latter  study 
appears  to  offer  the  more  generalizable  finding 


because  it  was  based  on  a  much  larger  national 
sample  of  patients,  and  it  also  focused  solely  on 
Medicare  patients. 

15.  The  charges  for  a  given  case  result  from  aggre- 
gating the  hospital's  posted  price  for  each  ser- 
vice the  patient  receives  (room  and  board,  sur- 
gical procedures,  radiology  exams,  laboratory 
procedures,  and  so  forth).  By  law,  the  same 
price  schedule  must  be  used  for  all  patients, 
regardless  of  the  amount  of  payment  actually 
received  or  its  source. 

16.  Project  HOPE,  Quality  of  Dialysis  in  the  Unit- 
ed States,  ProPAC  Extramural  Technical  Report 
E-96-03,  June  1996. 

17.  Project  HOPE,  Quality  of  Dialysis  in  the  Unit- 
ed States. 
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The  share  of  Medicare  expenditures  devoted  to 
post-acute  care  is  rising.  This  is  due  to  double-digit 
increases  in  spending  for  these  services  and  a  slow- 
down in  acute  care  hospital  and  physician  payment 
growth.  As  a  result,  policy  makers  have  intensified 
efforts  to  change  the  cost-based  reimbursement 
methods  for  skilled  nursing  facilities  (SNFs).  home 
health  agencies,  rehabilitation  hospitals  and  units, 
long-term  care  hospitals,  and  other  providers  that 
fumish  post-acute  care. 

Any  one  type  of  post-acute  care  provider 
accounts  for  a  relatively  small  portion  of  total  pro- 
gram dollars.  Collectively,  though,  their  share  of 
Part  A  expenditures  skyrocketed  from  8  percent  in 
1988  to  25  percent  in  1994  (see  Table  2-1).  The 
rate  of  increase  in  Medicare  spending  for  SNFs  and 
home  health  agencies  slowed  somewhat  in  fiscal 
years  1995  and  1996.  Nevertheless,  payments  to 
these  providers  are  growing  twice  as  fast  as  total 
Part  A  spending,  on  average. 

The  rapid  rise  in  post-acute  care  spending  is 
largely  due  to  growth  in  the  number  of  Medicare 
beneficiaries  receiving  post-acute  care  and  in  the 
volume  and  intensity  of  services  they  use.  In  turn, 
increased  utilization  reflects  the  combined  effects 
of  several  factors.  Acute  care  hospitals  have  short- 


ened inpatient  lengths  of  stay  in  part  by  furnishing 
fewer  services  during  an  admission.  Many  services 
now  provided  in  ambulatory  and  post-acute  care 
settings  previously  were  furnished  in  acute  hospi- 
tals. But  post-acute  care  use  has  climbed  also 
because  of  changing  practice  patterns  and  medical 
advances  that  have  expanded  the  range  of  patients 
and  conditions  treatable  in  these  sites. 

Relatively  generous  program  payment  and  cov- 
erage policies  have  also  contributed  to  burgeoning 
post-acute  care  use.  Medicare  payment  methods 
vary  by  facility  type,  but  all  post-acute  providers 
are  paid  at  least  partially  on  the  basis  of  their  costs 
per  unit  of  service.  Cost-based  payment  systems 
create  few  incentives  to  improve  efficiency,  and 
fee-for-service  methods  lead  to  greater  utilization 
because  provider  revenues  rise  with  each  service. 
Although  Medicare's  coverage  guidelines  for  ser- 
vices provided  in  rehabilitation  and  skilled  nursing 
facilities  are  generally  well-defined,  those  for  home 
health  care  are  not.  As  a  result,  home  health  care  is 
used  in  an  expanding  range  of  circumstances. 

The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  believes  Medicare  should  replace 
cost-based  reimbursement  for  post-acute  care 
providers  with  fully  prospective  payment  systems. 


Table  2-1.  Distribution  of  Total  Medicare  Part  A  Program  and  Beneficiary  Payments  for 
Selected  Services,  Fiscal  Years  1988-1994 


Year 

Share  of  Part  A  Payments  I 

[In  Percent) 

Total  Part  A 
Payments 
(In  Billions) 

PPS 
Hospital 

Skilled 
Nursing 

Home 
Health 

Rehabilitation 

Long-Term 
Care 

1988 

89.2% 

2.2% 

3.6% 

2.0% 

0.3% 

$  59.1 

1989 

85.3 

5.5 

4.0 

2.1 

0.3 

65.3 

1990 

84.4 

4.8 

4.7 

2.6 

0.3 

72.3 

1991 

81.4 

4.8 

6.9 

2.9 

0.3 

81.4 

1992 

77.4 

6.3 

8.6 

3.4 

0.3 

92.0 

1993 

73.9 

7.7 

10.0 

3.6 

0.5 

102.9 

1994 

71.1 

8.8 

11.7 

3.4 

0.7 

114.1 

Note:  Percentages  do  not  add  to  100  because  shares  for  hospices,  cancer  hospitals,  children's  hospitals,  and  psychiatric  facilities  are  not  shown. 


SOURCE:  ProPAC  analysis  using  Medicare  Cosl  Reports  and  other  data  from  the  Health  Care  Financing  Administration. 
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A  unit  of  payment  larger  than  the  current  service 
unit  should  be  considered.  These  changes  would 
encourage  providers  to  become  more  efficient  and 
help  to  curb  rising  utilization.  A  necessary  compo- 
nent of  prospective  payment  is  the  ability  to  effec- 
tively measure  and  control  for  variations  in  case 
mix  that  account  for  cost  differences  across 
providers.  Payment  should  be  higher  for  patients 
with  greater  resource  needs  and  lower  for  those 
who  require  less  care.  These  recommendations, 
therefore,  emphasize  the  importance  of  developing 
and  implementing  patient  classification  systems. 
The  ability  to  compare  case  mix  across  sites  is  also 
helpful  in  analyzing  treatment  patterns  and  the 
costs  of  delivering  care. 

A  number  of  other  actions  should  be  taken  in  the 
near  term  to  control  post-acute  care  service  use  and 
slow  Medicare  spending  increases.  Individual  rec- 
ommendations pertaining  to  skilled  nursing  facili- 
ties, home  health  agencies,  rehabilitation  hospitals 
and  units,  and  long-term  care  hospitals  are  present- 
ed separately.  The  relative  lack  of  distinction 
among  post-acute  care  providers  regarding  the 
types  of  patients  treated  and  the  mix  of  services 
furnished,  however,  complicates  efforts  to  constrain 
utilization  growth.  Ultimately,  therefore,  policies 
should  be  applied  consistently  across  post-acute 
provider  types.  In  addition,  the  Medicare  program 
should  test  whether  integrating  payments  for  acute 
and  post-acute  care  would  help  to  slow  spending 
and  ensure  that  beneficiaries  receive  the  appropri- 
ate mix  of  services  in  the  appropriate  setting. 

SKILLED  NURSING  FACILITIES 

The  Medicare  SNF  benefit  provides  up  to  100 
days  of  post-acute  care  per  spell  of  illness.  To  be 
eligible.  Medicare  beneficiaries  must  have  complet- 
ed a  minimum  three-day  hospital  stay  within  30 
days  of  the  SNF  admission  and  need  skilled  nurs- 
ing or  rehabilitative  services  on  a  daily  basis.  Bene- 
ficiaries pay  no  coinsurance  during  the  first  20  days 
of  care.  Beginning  on  the  twenty-first  day,  they  are 
responsible  for  daily  copayments  equal  to  one- 
eighth  of  the  Medicare  Part  A  deductible  ($95  a 
day  in  1997). 

For  payment  purposes,  Medicare  separates  SNF 
costs  into  routine,  capital,  and  ancillary  service  cat- 
egories. Medicare  payments  for  routine  costs, 
which  include  room,  board,  and  nursing  services, 


are  based  on  facility-specific  costs,  subject  to  an 
input  price-adjusted  national  average  per  diem  cost 
limit.  Separate  limits  apply  to  hospital-based  and 
free-standing  facilities.  New  SNFs  are  exempt  from 
these  limits  for  up  to  their  first  four  years  of  opera- 
tion. 

Payments  for  capital  are  based  on  facility-specific 
costs.  Ancillary  services  (such  as  laboratory  tests, 
radiology  procedures,  and  physical,  occupational, 
and  speech  therapies)  furnished  by  the  SNF  or  by 
another  provider  under  arrangement  with  the  facility 
are  reflected  in  the  SNF's  cost  report  and  are  also 
reimbursed  on  a  facility-specific  cost  basis  under 
Part  A.1  Occasionally,  a  SNF  does  not  supply  cer- 
tain ancillary  services  and  does  not  have  an  arrange- 
ment with  another  provider  to  do  so.  In  these  situa- 
tions, an  external  provider  may  bill  Medicare 
directly  for  services  covered  under  Part  B. 

Medicare  payments  to  SNFs  increased,  on  aver- 
age, 28.8  percent  per  year  from  1992  to  1996  (see 
Table  2-2).  The  primary  reason  for  this  was  the  rise 
in  Medicare's  average  payments  per  day,  which 
jumped  from  $152  to  $286  over  this  period.  In  turn, 
payments  per  day  are  heavily  influenced  by  spend- 
ing for  ancillary  services;  Part  A  therapy  charges 
climbed  from  15  percent  of  total  Medicare  SNF 
charges  in  1990  to  31  percent  in  1994. 

Increases  in  both  the  number  of  beneficiaries 
receiving  SNF  services  and  the  number  of  Medi- 
care-covered days  also  have  contributed  to  the  rise 
in  expenditures.  These  grew  by  10.7  percent  and 
9.8  percent,  respectively,  from  1992  to  1996,  in  part 
because  of  the  proliferation  of  Medicare-certified 
SNFs.  Since  1990,  almost  4,900  new  SNFs  have 
been  certified,  an  average  growth  rate  of  6.5  per- 
cent per  year.  The  number  of  hospital-based  SNFs 
has  risen  more  rapidly  than  free-standing  facilities. 

Recommendation  19:  Prospective  Payment 
System  for  Skilled  Nursing  Facilities 

A  case-mix  adjusted  prospective  payment 
system  for  skilled  nursing  facilities  should 
be  implemented  as  soon  as  possible. 

Medicare's  cost-based  payments  for  SNF  services 
should  be  replaced  with  an  all-inclusive  prospective 
payment  system  to  encourage  providers  to  control 
their  costs.  A  prospective  payment  for  each  SNF 
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Table  2-2.  Medicare  Part  A  Skilled  Nursing  Facility  Payments  and  Use,  Fiscal  Years 
1992-1996 


Payments  People  Served  Days  Payments 

Year  (In  Billions)  (In  Thousands)  (In  Millions)  Per  Day 


1992  S  4.2                          757  27.5  $152 

1993  6.0                          878  33.2  181 

1994  7.9  1,028  36.5  217 
1995'  10.0  1,100  38.6  259 
1996"  11.5  1,135  40.0  286 

Average 
Annual 

Increase  28.8%  10.7%  9.8%  17.3% 


Note:  Payments  are  incurred  Part  A  expenditures,  rather  than  outlays,  and  do  not  include  beneficiary  copayments.  Average  annual 
increases  may  not  match  year  values  due  to  rounding. 

"  Estimated. 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 


admission  would  create  incentives  for  facilities  to 
manage  the  provision  of  services  throughout  an 
entire  stay.  Unfortunately,  a  case-mix  system  that 
can  account  for  differences  in  resource  use  on  an 
admission  basis  has  not  yet  been  developed. 

The  Health  Care  Financing  Administration 
(HCFA)  is  conducting  a  demonstration  project  to 
test  a  case-mix  adjusted  per  diem  prospective  pay- 
ment system.  Under  such  an  approach,  facilities 
would  have  incentives  to  control  the  cost  of  ser- 
vices provided  during  a  day  of  care,  but  not  to  limit 
the  length  of  stay.  Nevertheless,  until  an  admission- 
based  case-mix  measurement  system  is  developed, 
an  all-inclusive  per  diem  payment  approach  would 
be  an  improvement  over  current  methods. 

The  Commission  recognizes  that  prospective 
payment  alone  cannot  fully  contain  spending 
growth  since  it  does  not  constrain  the  number  of 
patients  who  use  SNF  services.  In  addition,  per 
diem  prospective  rates  could  create  financial  incen- 
tives for  providers  to  increase  revenues  by  length- 
ening the  patient  stay.  Therefore,  the  Secretary 
should  consider  additional  ways  to  stem  the  rise  in 
SNF  expenditures. 

Recommendation  20:  Controlling  Payments  for 
Skilled  Nursing  Facility  Ancillary  Services 

Until  a  prospective  payment  system  is 
developed,  the  Secretary  should  take  steps 
to  control  SNF  expenditures  by  limiting 
payments  for  ancillary  services. 


The  rapid  growth  in  payments  for  SNF  ancillary 
serv  ices  must  be  curbed.  In  an  attempt  to  address 
this  problem,  HCFA  is  developing  salary  equiva- 
lency guidelines  (that  is,  caps  on  salary  costs)  for 
occupational  and  speech  therapists,  similar  to  those 
already  in  place  for  physical  and  respiratory  thera- 
pists. Such  guidelines  limit  the  costs  for  which 
SNFs  can  be  reimbursed  for  services  furnished 
under  arrangement  by  an  outside  provider.  Howev- 
er, these  caps  will  not  control  service  volume  and 
will  not  affect  services  delivered  directly  by  SNFs 
or  by  other  providers  that  bill  Medicare  separately. 

Until  all-inclusive  prospective  payment  rates  are 
implemented,  HCFA  should  explore  other  ways  to 
constrain  payments  for  ancillary  services.  One 
method  is  to  apply  cost  limits.  Alternatively,  HCFA 
could  develop  prospective  payment  rates  for  each 
ancillary  service  based  on  national  or  regional 
costs,  the  resource-based  relative  value  scale  (used 
for  Medicare  physician  payment),  or  some  other 
standard. 

Recommendation  21:  Consolidated  Billing  for 
Skilled  Nursing  Facility  Services 

The  Secretary  should  require  consolidated 
billing  for  all  services  furnished  to  benefi- 
ciaries during  a  Part  A-covered  SNF  stay. 
Further,  SNFs  should  use  consistent,  proce- 
dure-level codes  for  these  services. 

Most  ancillary  services  provided  to  SNF  patients 
eligible  for  Part  A  benefits  are  billed  to  Medicare 
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by  the  SNF  and  are  paid  under  Part  A.  However,  as 
mentioned  earlier,  some  ancillary  services  are 
billed  and  paid  for  under  Part  B.  In  the  latter 
instance,  patients  are  responsible  for  additional  out- 
of-pocket  costs  due  to  the  Part  B  copayment.  At  the 
same  time,  Medicare  cannot  determine  the  total 
costs  of  providing  SNF  services.  Further,  the  Com- 
mission is  concerned  that,  because  facilities  can 
reduce  costs  by  shifting  the  provision  of  ancillary 
services  to  Part  B  providers,  any  effort  to  control 
expenditures  will  be  weakened. 

To  remedy  these  problems,  SNFs  should  bill 
for  all  services  provided  to  their  patients  during 
Part  A-covered  stays.  Any  proposal  for  such  con- 
solidated billing  should  specifically  define  the 
ancillary  services  to  be  included.  Currently,  the 
dollar  amount  of  Part  B  services  provided  to  Part 
A-eligible  patients  in  SNFs  is  quite  small.  This 
change,  therefore,  would  have  an  insignificant 
effect  on  the  solvency  of  the  Federal  Hospital 
Insurance  (Part  A)  Trust  Fund. 

Consistent  coding  is  another  step  toward  accu- 
rate monitoring  of  the  costs  of  SNF  care.  Currently, 
facilities  are  not  required  to  use  any  particular  ser- 
vice unit  definitions  when  billing  for  ancillary 
services.  Consequently,  service  use  cannot  be 
compared  across  patients  or  facilities.  Using  pro- 
cedure codes  like  those  in  the  HCFA  Common 
Procedure  Coding  System  (HCPCS),  which  is 
used  to  define  physician  and  independent  therapist 
services,  for  all  ancillary  services  used  by  Part  A- 
eligible  SNF  patients  is  a  straightforward  solution 
to  this  problem. 

Recommendation  22:  Eliminating  the  Cost  Limit 
Exemption  for  New  Skilled  Nursing  Facilities 

The  exemption  from  Medicare's  routine 
cost  limits  for  new  providers  should  be 
eliminated.  All  SNFs  should  be  subject  to 
these  limits. 

In  light  of  the  rapid  rise  in  the  number  of  SNFs 
and  corresponding  growth  in  payments,  the  Com- 
mission believes  the  Medicare  program  no  longer 
should  finance  the  start-up  costs  of  new  facilities. 
Therefore,  the  routine  cost  limit  exemption  for  new 
providers  should  be  eliminated.  For  SNFs  currently 
operating  under  this  exemption,  the  Secretary  could 
impose  the  limits  immediately,  phase  them  in,  or 


eliminate  the  exemption  for  providers  opening  after 
a  specified  date. 

HOME  HEALTH  CARE  AGENCIES 

Medicare  pays  for  services  provided  to  beneficia- 
ries in  their  homes  if  they  are  homebound  and  under 
the  care  of  a  physician  who  prescribes  intermittent 
skilled  nursing  services,  or  physical  or  speech  thera- 
py.2 Once  care  is  authorized,  beneficiaries  may 
receive  any  number  or  mix  of  these  qualifying  ser- 
vices as  well  as  home  health  aide,  occupational 
therapy,  or  medical  social  services.  Physicians  must 
review  and  sign  the  care  plan  at  least  every  62  days. 
Beneficiaries  pay  no  coinsurance  or  deductibles  for 
home  health  visits.3 

Home  health  agencies  are  either  facility-based  or 
independent,  free-standing  organizations.  Medicare 
pays  agencies  the  lower  of  their  costs  or  a  limit; 
there  are  no  exemptions  for  new  entrants.  The  limits 
are  based  on  1 1 2  percent  of  the  average  cost  per  visit 
for  free-standing  agencies  for  each  of  the  six  visit 
types,  computed  separately  for  urban  and  rural  areas. 

Medicare  home  health  expenditures  are  one  of 
the  program's  fastest  growing  components;  pay- 
ments more  than  doubled  between  1992  and  1995 
(see  Table  2-3).  While  estimates  indicate  that  the 
rate  of  increase  has  slowed,  nearly  $2  billion  more 
was  spent  for  home  health  services  in  1996  than  in 
1995.  The  primary  reason  for  the  rise  in  spending  is 
growth  in  the  number  of  visits  provided. 

The  initial  surge  in  home  health  use  came  after 
Medicare  relaxed  the  benefit  qualification  criteria 
in  response  to  a  1988  legal  challenge.4  Since  then, 
the  number  of  beneficiaries  receiving  services  and 
the  number  of  visits  per  user  have  continued  to 
climb.  Between  1992  and  1996,  Medicare-covered 
home  health  visits  more  than  doubled,  from  127 
million  to  281  million;  the  number  of  visits  per 
user  increased  by  nearly  half,  from  52  to  76.  Pay- 
ments per  visit  remained  relatively  stable  over  this 
period,  rising  just  over  2  percent  annually.  Yet 
because  beneficiaries  are  receiving  more  visits, 
overall  payments  per  user  have  gone  up  by  about 
1 2  percent  annually  over  the  past  few  years. 

Skilled  nursing  and  home  health  aide  services 
account  for  the  vast  majority  of  all  visits — 90  percent 
in  1994.  Aide  visits  represent  a  growing  share  of  the 
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Table  2-3.  Medicare  Part  A  Home  Health  Care  Payments  and  Use,  Fiscal  Years 
1992-1996 

People 

Payments  Served  Visits  Visits  Payments 

Year  (In  Billions)         (In  Millions)  (In  Millions)         Per  User  Per  User 


1992  S7.3  2.4 

1993  9.6  2.8 

1994  12.6  3.1 
1995'  15.7  3.5 
1996'  17.5  3.7 


127  52  $2,958 

160  57  3,464 

207  67  4,053 

258  74  4,512 

281  76  4,722 


Average 
Annual 

Increase  24.6%  10.9%  22.1%  10.0%  12.4% 

Note:  Payments  are  incurred  Part  A  expenditures,  rather  than  outlays.  Average  annual  Increases  may  not  match  year  values  due  to 
rounding. 

*  Estimated. 

SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary. 


total.  In  1988.  about  a  third  of  all  home  health  v  isits 
were  for  aide  services;  by  1994.  almost  half  were  for 
such  services.  This  suggests  that  the  home  health  bene- 
fit is  increasingly  covering  beneficiaries'  chronic  needs 
since  aides  provide  personal  care  and  other  services 
that  are  not  necessarily  related  to  acute  illnesses.5 

Unlike  the  SNF  benefit,  home  health  coverage 
does  not  depend  on  a  prior  hospitalization.  In 
fact,  the  bulk  of  home  health  visits  do  not  occur 
directly  after  an  acute  inpatient  stay.  Further,  a 
relatively  small  number  of  beneficiaries  receive 
the  majority  of  home  health  visits  (see  Table  2- 
4).  In  1994,  12  percent  of  those  receiving  home 


Table  2-4.  Home  Health  Visits  Per  User,  Fiscal 
Year  1994 


Average 
Number 

Percent  of  Total  of  Visits 


Visits  Per  User 

Users 

Visits 

Per  User 

1-9 

23.0% 

1 .8% 

5 

10-29 

30.2 

8.5 

18 

30-49 

13.4 

8.1 

38 

50-99 

14.5 

16.0 

70 

100-149 

6.6 

12.6 

122 

150+ 

12.3 

53.1 

275 

Total 

100.0 

100.0' 

64 

"  Column  does  not  sum  to  total  due  to  rounding. 

SOURCE:  ProPAC  analysis  of  a  20  percent  sample  of  home  health  claims 
data  from  the  Health  Care  Financing  Administration. 


health  care  had  150  or  more  visits,  accounting 
for  slightly  more  than  half  of  all  visits.  These 
beneficiaries  averaged  about  275  visits  through- 
out the  year.  By  contrast,  half  of  the  beneficiaries 
receiving  home  health  services  had  fewer  than  30 
visits  and  accounted  for  only  10  percent  of  the 
total.  Overall,  about  10  percent  of  Medicare  ben- 
eficiaries received  home  health  care  services  in 
1996. 

The  growth  in  the  number  of  home  health  agen- 
cies has  contributed  to  higher  spending  for  this 
benefit.  Between  1991  and  1995,  the  number  of 
agencies  went  up  50  percent.  The  supply  of  free- 
standing and  hospital-based  facilities  rose  at  about 
the  same  rate. 

Recommendation  23:  Defining  the  Home  Health 
Care  Benefit 

The  Congress  should  more  specifically 
define  the  scope  of  Medicare's  home  health 
care  benefit.  The  absence  of  clear  coverage 
constraints  limits  the  program's  ability  to 
control  home  health  utilization. 

Medicare's  guidelines  for  home  health  care  eligi- 
bility and  coverage  are  broadly  defined  and  thus  con- 
tribute to  greater  use  of  services  by  more  and  more 
beneficiaries.  The  homebound  requirement  is  not 
very  restrictive  and  is  difficult  to  enforce.  Many  cir- 
cumstances can  justify  the  need  for  intermittent 
skilled  nursing  care  or  for  physical  or  speech  therapy. 
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The  physician  certification  requirement  is  a  weak 
restraint  at  best,  partly  because  there  are  no  specific 
criteria  to  guide  physicians'  determinations  of  med- 
ical necessity. 

The  Medicare  program  has  a  responsibility  to 
ensure  that  the  services  it  pays  for  are  reasonable, 
necessary,  and  medically  appropriate.  The  lack  of  a 
clearly  defined  benefit  compromises  this  responsi- 
bility. Clearer  coverage  guidelines  would,  in 
ProPAC's  view,  help  constrain  home  health  use 
while  ensuring  that  Medicare  continues  to  meet  the 
needs  of  its  beneficiaries. 

Recommendation  24:  Prospective  Payment 
System  for  Home  Health  Care  Agencies 

A  case-mix  adjusted  prospective  payment 
system  for  home  health  care  agencies 
should  be  implemented  as  soon  as  possible. 

Moving  from  cost-based  payments  to  a  prospective 
system  would  slow  home  health  care  expenditure 
growth  while  encouraging  agencies  to  deliver  services 
in  the  most  efficient  manner.  Prospective  payment  for 
an  episode  of  care  with  adequate  case-mix  adjustment 
may  be  desirable  because  it  would  create  incentives  for 
agencies  to  manage  the  entire  mix  of  services  a  patient 
receives.  Defining  the  episode,  however,  would  be  dif- 
ficult since  current  treatment  patterns  vary  widely. 
Some  patients  use  home  health  care  for  well-defined 
needs  over  short  time  spans,  while  others  receive  care 
for  longer  periods  to  address  more  chronic  needs. 

A  prospective  payment  system  must  include  a 
robust  measure  of  patient  acuity.  Unfortunately,  the 
case-mix  system  used  in  HCFA's  most  recent 
prospective  payment  demonstration  project  did  not 
adequately  predict  the  resource  needs  of  home  health 
patients.  HCFA  is  now  collecting  data  to  develop  a 
more  refined  system,  but  this  will  take  several  years. 
The  Commission  urges  the  Secretary  to  expedite 
case-mix  research.  In  the  meantime,  ProPAC  believes 
an  interim  system  must  be  implemented  immediately 
to  stem  the  rise  in  home  health  spending. 

Recommendation  25:  Interim  Home  Health 
Payment  Method 

The  Congress  should  implement  an  interim 
home  health  payment  method  to  control 


Medicare  outlays  until  a  fully  prospective 
payment  system  is  in  place. 

An  interim  approach  should  have  two  major 
components:  a  per  visit  payment  method  and  a  way 
to  limit  total  payments  for  a  beneficiary.  Each  one 
could  be  structured  in  several  ways.  The  options 
chosen  should  reflect  a  balance  between  controlling 
Medicare  spending  and  giving  facilities  the  flexibil- 
ity to  stay  within  payment  limits  while  providing 
quality  care. 

The  Commission  acknowledges  that  this  type  of 
payment  approach  would  not  be  appropriate  for  an 
extended  period.  Without  adequate  case-mix 
adjustment,  payments  would  not  recognize  changes 
in  treatment  approaches  or  increases  in  patient  acu- 
ity. As  a  result,  inappropriate  patterns  of  care  could 
persist,  and  gains  in  efficiency  would  not  be 
rewarded.  ProPAC  believes,  however,  that  an  inter- 
im system  could  be  designed  to  limit  Medicare 
spending  without  compromising  access  to  quality 
home  health  services. 

Per  Visit  Payments — Medicare  per  visit  pay- 
ment amounts  could  either  continue  to  be  based  on 
agency-specific  costs  subject  to  a  per  visit  limit,  or 
be  set  prospectively.  The  first  approach  would  give 
Medicare  considerable  control  over  its  per  visit 
spending  in  that  no  agency  would  receive  per  visit 
payments  above  its  costs.  Such  a  method,  however, 
would  fail  to  break  the  link  between  payments  and 
costs. 

The  second  approach,  prospective  per  visit  rates, 
would  begin  the  transition  from  cost-based  pay- 
ments. Separate  rates  for  each  type  of  home  health 
service  could  be  calculated  from  existing  cost 
report  data  and  trended  to  the  current  year.  They 
could  be  based  on  agency-specific  costs,  national 
average  amounts,  or  a  blend  of  the  two.  Agency- 
specific  rates  would  account  for  historical  practice 
patterns  and  case  mix.  National  rates  adjusted  for 
local  wage  differences  would  impose  conformity 
among  agencies.  Prospective  per  visit  rates, 
whether  based  on  agency  or  national  costs,  would 
reward  facilities  for  keeping  their  costs  per  visit 
below  the  payment  amount.  Because  a  home  health 
visit  is  not  uniformly  defined,  however,  agencies 
could  simultaneously  reduce  their  unit  costs  and 
increase  revenues  by  shortening  visits  and  provid- 
ing more  of  them. 
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Limits  on  Payments  Per  Beneficiary — The 

second  major  component  of  an  interim  system 
would  be  a  per  beneficiary  limit  on  payments.  This 
would  encourage  agencies  to  control  the  number  of 
visits  and  adjust  the  mix  of  services  provided  to 
each  user.  The  duration,  calculation,  and  applica- 
tion of  the  limits  would  need  to  be  specified,  there- 
by establishing  the  stringency  of  the  interim  system 
and  how  agencies  might  respond  to  it. 

An  outlier  payment  mechanism  similar  to  that 
under  Medicare's  prospective  payment  system  for 
acute  hospitals  could  be  applied  to  minimize  finan- 
cial losses  associated  with  high-cost  cases.  Further, 
an  incentive  payment  for  cases  below  the  limits 
would  create  an  additional  impetus  for  agencies  to 
keep  their  costs  low.  It  could,  however,  inappropri- 
ately reward  agencies  for  seeking  additional  low- 
cost  cases. 

The  limit  would  be  associated  with  payments  for 
services  provided  over  a  specific  period,  perhaps  a 
year  or  a  month.  An  annual  limit  would  encourage 
better  coordination  of  care  for  beneficiaries  who 
use  services  for  a  long  time.  Given  that  most  visits 
are  associated  with  these  users,  this  might  be  an 
appropriate  course  of  action. 

Monthly  limits  would  provide  incentives  for 
agencies  to  manage  and  restrict  service  use  across 
all  patients,  including  the  large  proportion  of  home 
health  users  who  receive  services  over  short  peri- 
ods. Monthly  limits  also  would  correspond  to  the 
typical  agency  billing  cycle.  However,  they  could 
encourage  facilities  to  spread  visits  over  a  longer 
period  to  reduce  the  likelihood  that  payments  for  a 
beneficiary  would  reach  the  limit  in  any  given 
month.  In  addition,  monthly  limits  would  be  more 
difficult  to  implement  than  annual  limits  because 
the  amounts  would  need  to  be  adjusted  to  reflect 
more  intensive  home  health  use  at  the  beginning  of 
an  episode  of  care.  Since  the  limits  would  vary  dur- 
ing the  course  of  treatment,  there  would  need  to  be 
a  way  to  determine  when  a  new  episode  of  care 
begins.  This  could  be  a  break  in  home  health  ser- 
vice use  or  a  hospitalization. 

Beneficiary  limits  could  be  calculated  based  on 
agency-specific  expenditures,  national  average 
Medicare  outlays,  or  a  blended  amount.  Agency- 
specific  calculations  would  recognize  at  least  some 
historical  case-mix  differences  across  facilities. 


They  would,  however,  also  reflect  differences  in 
treatment  patterns,  efficiency,  and  cost-allocation 
practices.  National  average  amounts  would  provide 
stronger  incentives  for  high-cost  agencies  to  bring 
their  spending  in  line  with  others. 

Expenditure  limits  could  be  applied  to  the  agen- 
cy's aggregate  payments  or  to  spending  for  individu- 
al patients.  With  aggregate  limits,  total  spending  for 
all  services  provided  during  the  relevant  period 
would  be  compared  with  the  product  of  the  limit  and 
the  number  of  beneficiaries  treated.  Agencies  could 
average  low-cost  cases  with  costlier  ones  to  remain 
under  the  limit.  They  would,  therefore,  have  strong 
incentives  to  increase  the  number  of  low-cost  cases. 

Applying  the  limit  to  the  spending  for  each  bene- 
ficiary would  be  more  stringent  and  give  Medicare 
more  control  over  outlays.  Payments  for  a  high-cost 
beneficiary  would  be  held  to  the  limit  amount,  even 
for  an  agency  that  had  a  majority  of  cases  with  pay- 
ments below  the  limit.  Thus,  a  facility  would  have 
incentives  to  control  service  volume  for  heavy 
users.  But  it  also  might  try  to  avoid  beneficiaries 
who  would  incur  costs  above  the  monthly  limit. 

The  Commission  would  be  pleased  to  work  with 
the  Congress  and  the  Secretary  to  develop  an  inter- 
im home  health  payment  approach  that  would  help 
slow  spending  growth  and  serve  as  an  appropriate 
bridge  to  a  fully  prospective  system. 

Recommendation  26:  Home  Health  Visit  Coding 

Medicare  should  require  consistent  home 
health  visit  coding.  Such  information  is 
essential  for  monitoring  and  evaluating  the 
home  health  benefit  and  developing  an 
effective  case-mix  adjustment  system. 

Medicare's  definition  of  a  home  health  visit  is 
worded  broadly,  allowing  agencies  considerable 
discretion  to  determine  the  intensity,  content,  and 
duration  of  a  visit.  A  visit  is  defined  as  "an  episode 
of  personal  contact  with  the  patient  by  staff  of  the 
[home  health  agency]  ...  for  the  purpose  of  provid- 
ing a  covered  home  health  service."6  In  general, 
agencies  must  report  information  only  on  the  num- 
ber, type,  and  costs  of  visits. 

Medicare  needs  consistent  information  on  home 
health  visits  for  two  major  reasons.  First,  as  a 
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prudent  purchaser,  the  program  needs  to  evaluate 
the  adequacy  and  appropriateness  of  home  health 
services  beneficiaries  receive  and  to  compare 
service  delivery  patterns  across  patients  and  agen- 
cies. Second,  Medicare  needs  visit  information  to 
develop  a  case-mix  adjusted  prospective  payment 
system.  Understanding  what  services  are  provided 
during  different  types  of  visits,  and  for  how  long,  is 
necessary  to  establish  meaningful  patient  groups 
and  case-mix  measures,  and  to  set  prospective  rates. 
Consistent  coding  would  also  enable  Medicare  to 
monitor  service  use  once  such  a  system  is  in  place. 

The  Commission  believes  consistent  visit  coding 
requirements  can  be  implemented  without  placing 
an  undue  administrative  burden  on  agencies.  A 
modified  version  of  HCPCS  could  be  used  to 
describe  services  that  home  health  agencies  furnish. 

Recommendation  27:  Home  Health  Copayments 

Modest  beneficiary  copayments,  subject  to 
an  annual  limit,  should  be  introduced  for 
home  health  care  services. 

Medicare  beneficiaries  incur  no  out-of-pocket 
costs  for  home  health  visits.  All  other  Medicare 
benefits,  except  for  laboratory  services,  are  subject 
to  some  form  of  beneficiary  cost  sharing.  In 
ProPAC's  opinion,  the  Medicare  program  should 
impose  modest  copayments  for  home  health  care 
services. 

With  copayments,  beneficiaries  would  share 
financial  responsibility  for  services  with  the  pro- 
gram. Although  most  have  some  form  of  supple- 
mental insurance  or  Medicaid  coverage  that  would 
cover  these  outlays,  copayments  might  curb  use  by 
making  beneficiaries  more  involved  in  treatment 
decisions  and  more  aware  of  service  costs.  Copay- 
ments also  might  limit  fraudulent  billing  practices, 
since  beneficiaries  could  identify  services  for 
which  Medicare  was  billed  but  that  were  never 
delivered. 

In  arriving  at  this  recommendation,  the  Commis- 
sion carefully  considered  the  adverse  effects  of 
implementing  copayments.  For  example,  copay- 
ments would  likely  affect  direct  out-of-pocket 
spending  only  for  the  small  share  of  beneficiaries 
who  lack  supplemental  insurance  or  Medicaid  cov- 
erage. In  addition,  introducing  copayments  would 


impose  some  additional  costs  on  agencies.  On  bal- 
ance, though,  ProPAC  believes  it  is  both  appropri- 
ate and  fair  to  have  a  carefully  constructed  policy 
that  imposes  minimal  copayments  with  annual  lim- 
its. 

Recommendation  28:  Controlling  Long-Term 
Home  Health  Use 

The  Secretary  should  analyze  the  growing 
number  of  beneficiaries  who  are  receiving 
home  health  care  for  prolonged  periods. 
Additional  policies  may  be  needed  to 
address  the  spending  associated  with  these 
beneficiaries. 

The  small  share  of  home  health  users  who 
receive  the  most  visits  in  any  year  accounts  for  a 
sizable  portion  of  home  health  care  spending. 
These  patients  not  only  receive  visits  for  longer 
periods — sometimes  a  year  or  more — but  also 
appear  to  have  less  intensive,  more  chronic  needs, 
and  to  use  home  health  aides  heavily.  This  group  is 
also  more  likely  to  be  85  or  older,  or  disabled. 

Awareness  of  this  phenomenon  may  be  impor- 
tant in  the  context  of  making  changes  to  the  pay- 
ment system.  Unless  coverage  policies  are  modi- 
fied, special  provisions  may  be  needed  to  address 
extended  home  health  use  in  the  short  term,  and 
possibly  under  a  prospective  payment  system.  Such 
measures  could  include  focused  case  management, 
especially  for  users  who  are  disabled  and  have 
unique  needs.  Other  options  include  expenditure 
limits,  copayments  for  visits  above  a  certain  thresh- 
old, or  more  stringent  care  plan  recertification 
requirements. 

REHABILITATION  FACILITIES  AND 
LONG-TERM  CARE  HOSPITALS 

Rehabilitation  hospitals  and  distinct-part  units 
and  long-term  care  hospitals  are  excluded  from 
PPS  and  paid  in  accordance  with  the  Tax  Equity 
and  Fiscal  Responsibility  Act  of  1982  (TEFRA). 
Rehabilitation  facilities  and  long-term  care  hospi- 
tals must  be  certified  as  such  before  they  receive 
this  exclusion.  A  rehabilitation  hospital  or  unit 
must  serve  an  inpatient  population  of  whom  at  least 
75  percent  receive  intensive  rehabilitation  for  one 
or  more  of  10  specified  conditions.7  Also,  Medi- 
care patients  in  rehabilitation  facilities  generally 
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must  be  capable  of  receiving  three  hours  of  therapy 
daily.  A  long-term  care  hospital  is  any  acute  care 
hospital  with  an  average  length  of  stay  exceeding 
25  days.  A  subset  of  these  facilities,  known  as 
"hospitals  within  hospitals."  must  meet  additional 
qualifying  criteria. 

Under  TEFRA.  payments  for  inpatient  operating 
costs  are  based  on  each  facility's  current  Medicare- 
allowable  costs  or  a  limit.  A  facility's  limit  equals 
its  target  amount  (its  base-year  costs  per  discharge 
updated  to  the  current  year)  times  the  number  of 
Medicare  discharges.  New  hospitals  are  exempt 
from  the  payment  limits  for  up  to  their  first  three 
years  of  operation.  During  this  time.  Medicare  pay- 
ments are  based  on  allowable  costs.  The  second  full 
cost  reporting  period  for  a  new  hospital  is  set  as  the 
base  year  for  establishing  the  target  amount.  In  spe- 
cific situations,  a  provider  may  receive  an  addition- 
al amount,  known  as  an  exceptions  payment,  for 
any  given  year  if  its  costs  are  substantially  higher 
than  its  target  amount  in  that  year.  Capital  pay- 
ments are  based  on  reasonable  costs.  (See  Chapter 
1  for  a  more  detailed  description  of  the  TEFRA 
payment  method.) 

When  TEFRA  was  enacted  in  1982.  it  applied  to 
all  hospitals.  The  Congress  intended  it  to  be  a  tem- 
porary measure  to  slow  hospital  expenditure 
growth  until  a  fully  prospective  payment  system 
could  be  implemented.  When  PPS  began,  however, 
specialty  providers — including  rehabilitation  hospi- 
tals and  units  and  long-term  care  hospitals — were 
excluded  because  diagnosis-related  groups  (DRGs) 
and  payments  based  on  national  average  costs  were 
not  appropriate  for  them.*  The  Congress  expected 
that  a  separate  prospective  payment  system  would 
be  applied  within  a  few  years. 

PPS-excluded  providers  have  remained  under  the 
TEFRA  payment  system  for  longer  than  expected, 
however.  Prospective  payment  for  these  facilities 
has  not  been  implemented  primarily  because  ade- 
quate patient  classification  systems,  which  are  nec- 
essary to  adjust  payments  to  reflect  patient  needs, 
have  not  been  developed.  Consequently,  Medicare 
utilization  and  spending  have  grown  rapidly,  and 
the  payment  system  has  created  substantial  varia- 
tions in  financial  performance  across  providers. 

Aggregate  Medicare  payments  to  rehabilitation 
hospitals  and  units  combined  more  than  doubled 


between  1990  and  1994.  from  $1.9  billion  to  $3.9 
billion  (see  Table  2-5).  Though  Medicare  payments 
to  long-term  care  hospitals  are  comparatively 
small,  they  grew  fourfold  over  the  same  period, 
from  about  $200  million  to  about  $800  million. 
This  rise  in  overall  spending  partly  reflects  the 
increase  in  payments  per  admission.  Although  the 
update  to  the  TEFRA  target  amounts  is  intended  to 
constrain  the  rise  in  per  case  payments,  in  recent 
years  these  have  grown  faster  than  the  update  fac- 
tor, on  average.  Numerous  new  providers  entering 
the  TEFRA  system  with  higher  base  costs  are 
largely  responsible  for  this  trend. 

Between  1986  and  1995,  the  number  of  rehabili- 
tation hospitals  and  distinct-part  units  grew,  respec- 
tively, by  11.2  percent  and  6.6  percent  annually. 
After  dipping  in  the  late  1980s,  the  number  of  long- 
term  care  hospitals  increased  from  90  in  1990  to 
176  in  1995,  a  rate  of  14.4  percent  a  year.  Similar- 
ly, the  number  of  Medicare  discharges  from  reha- 
bilitation hospitals  and  units  combined  rose  by  13.8 
percent  annually  from  1990  to  1994;  long-term 
care  hospital  discharges  accelerated  by  20.6  percent 
a  year  over  the  same  period. 

The  TEFRA  payment  system  not  only  has  failed 
to  curb  rising  Medicare  expenditures,  but  also  has 
led  to  marked  disparities  in  financial  performance 
between  new  and  old  providers.  Although  deter- 
mined by  each  facility's  own  base-year  costs,  target 
amounts  are  less  likely  to  reflect  the  reasonable 

Table  2-5.  Medicare  Part  A  Program  and 
Beneficiary  Payments  to 
Rehabilitation  Facilities  and  Long- 
Term  Care  Hospitals,  Fiscal  Years 
1990-1994  (In  Billions) 


Rehabilitation 

Long-Term 

Year 

Facilities 

Care  Hospitals 

1990 

$1.9 

$0.2 

1991 

2.4 

0.2 

1992 

3.1 

0.3 

1993 

3.7 

0.5 

1994 

3.9 

0.8 

Average 

Annual 

Increase 

19.7% 

41.4% 

SOURCE:  ProPAC  analysis  using  Medicare  Cost  Reports  and  other  data 
from  the  Health  Care  Financing  Administration,  Office  of  the 
Actuary. 
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costs  of  providing  services  over  time.  Therefore, 
hospitals  and  units  that  have  been  subject  to  the 
TEFRA  payment  limits  for  a  longer  period  are  dis- 
advantaged compared  with  newer  facilities.  (See 
Chapter  1  for  additional  discussion  of  this  issue.) 
This  is  especially  important  since  newly  certified 
providers  are  exempt  from  the  TEFRA  limits  dur- 
ing their  start-up  periods  and  thus  have  little  incen- 
tive to  restrain  their  initial  costs.  To  the  extent  that 
new  hospitals  come  in  with  high  base-year  costs 
and  establish  high  target  amounts,  they  have  an 
ongoing  advantage  relative  to  older  providers.  Once 
the  target  amount  is  set,  providers  can  keep  their 
costs  per  discharge  below  their  limit  in  later  years 
by  spreading  fixed  costs  over  a  growing  patient 
base. 

Recommendation  29:  Prospective  Payment 
System  for  Rehabilitation  Hospitals  and 
Distinct-Part  Units 

A  case-mix  adjusted  prospective  payment 
system  for  rehabilitation  hospitals  and 
distinct-part  units  should  be  implemented 
as  soon  as  possible. 

HCFA  should  move  more  quickly  to  replace  the 
TEFRA  payment  system.  A  case-mix  adjusted 
prospective  payment  system  would  provide  incen- 
tives for  controlling  total  Medicare  expenditures.  It 
also  would  recognize  appropriate  cost  differences 
and  reward  efficient  facilities,  particularly  older 
ones  that  have  responded  to  TEFRAs  incentives  to 
constrain  costs.  Further,  the  Secretary  should 
require  facilities  to  report  the  data  necessary  for 
administering  and  evaluating  such  a  system. 

A  patient  classification  system,  known  as  the 
"functional  independence  measure-function  related 
groups"  (FIM-FRGs),  has  been  developed  for  reha- 
bilitation hospitals  and  units.9  Under  this  system, 
patients  are  assigned  to  groups  primarily  on  the 
basis  of  functional  status,  though  diagnosis  and  age 
are  also  determinants.  HCFAs  recent  evaluation  of 
this  system  found  that  FIM-FRGs  are  effective  pre- 
dictors of  resource  use  among  rehabilitation  patients 
and  that  they  could  be  an  adequate  basis  for 
prospective  payment.10  Because  the  work  to  develop 
a  prospective  payment  system  based  on  FIM-FRGs 
should  be  completed  soon  and  the  system  has  strong 
support  from  the  rehabilitation  industry,  implemen- 
tation in  the  near  term  is  feasible. 


Recommendation  30:  Prospective  Payment 
System  for  Long-Term  Care  Hospitals 

A  case-mix  adjusted  prospective  payment 
system  for  long-term  care  hospitals  should 
be  developed  and  implemented  as  soon  as 
possible. 

Long-term  care  hospitals  are  among  the  fastest 
growing  Medicare  provider  groups  and  exhibit  the 
largest  payment  disparity  between  new  and  old 
providers.  Medicare,  therefore,  needs  to  replace  the 
TEFRA  system.  The  tools  necessary  to  implement 
a  prospective  payment  system  for  those  hospitals, 
however,  have  not  been  developed. 

Much  of  the  difference  in  financial  performance 
among  long-term  care  hospitals  may  be  explained 
by  their  heterogeneous  nature.  Since  they  are 
licensed  as  acute  care  hospitals  in  the  states  in 
which  they  operate,  their  only  distinguishing  char- 
acteristic is  their  long  average  length  of  stay.  Long- 
term  care  hospitals  are  hard  to  define  as  a  group, 
however,  because  they  provide  a  diverse  mix  of 
comprehensive  rehabilitation,  chronic  respiratory 
care,  and  pain  and  wound  management  services. 

Despite  this  heterogeneity,  long-term  care  hospi- 
tals generally  fall  into  two  major  categories.  Some 
facilities  tend  to  treat  more  chronic  types  of 
patients  who  require  less  intensive  services.  A  large 
proportion  of  newer  long-term  care  hospitals,  many 
of  which  specialize  in  respiratory  services  and 
weaning  ventilator-dependent  cases,  appear  to  treat 
a  sicker  patient  population.  Because  of  this  and  the 
pressure  of  the  payment  limits  over  time,  older  hos- 
pitals have  lower  costs  per  case  than  newer  ones.  A 
more  meaningful  distinction  among  long-term  care 
hospitals  would  be  patient  mix  differences,  which 
cannot  yet  be  measured. 

For  these  reasons,  HCFA  should  step  up  its 
efforts  to  develop  an  adequate  patient  classification 
system  for  long-term  care  hospitals.  Such  a  system 
not  only  would  form  the  basis  for  a  prospective 
payment  system  for  these  providers,  but  also 
would  be  an  essential  tool  for  analyzing  differ- 
ences in  patient  resource  use  and  costs  among 
long-term  care  hospitals.  The  Secretary  should 
require  hospitals  to  report  the  data  necessary  for 
developing,  administering,  and  evaluating  such  a 
system. 


Recommendation  31:  Long-Term  Care 
Hospitals  Within  Hospitals 

HCFA  should  monitor  the  growth  in  the 
number  of  long-term  care  hospitals  within 
hospitals  and  evaluate  whether  the  current 
.Medicare  certification  rules  that  apply  to 
these  facilities  should  be  changed. 

The  Social  Security  Act  specifically  excludes  from 
PPS  rehabilitation  and  psychiatric  distinct-part  units 
of  acute  care  hospitals  and  free-standing  long-term 
care  hospitals,  but  not  long-term  care  units.  In  fact, 
the  Act  does  not  even  designate  such  units  for  Medi- 
care certification.  PPS  assumes  that  some  of  a  hospi- 
tal's patients  will  cost  more  to  treat  than  its  payment 
rate  while  others  cost  less;  it  is  expected  that  in 
aggregate,  payments  and  costs  will  be  about  equal. 
Long-term  care  hospitals  were  exempted  because  by 
definition,  most  (if  not  all)  of  their  patients  are  long- 
stay  cases  who  cost  considerably  more  than  the  aver- 
age. Therefore,  they  risk  systematic  underpayment 
under  PPS.  This  rationale  did  not  apply  to  long-term 
care  units,  however,  because  they  account  for  only  a 
small  share  of  a  facility's  total  patient  volume. 

Recently,  a  new  organizational  model  called  the 
hospital  within  a  hospital  has  emerged.  These  are 
entities  in  which  the  average  length  of  stay  exceeds 
25  days;  they  are  housed  either  within  a  hospital  or 
on  the  same  campus  as  another  hospital.  Insofar  as 
they  function  like  long-term  care  distinct-part  units, 
excluding  them  from  PPS  would  be  inconsistent 
with  the  law.  To  make  certain  they  truly  are  sepa- 
rate entities.  HCFA  implemented  additional  quali- 
fying criteria  effective  as  of  fiscal  year  1995." 

Some  are  concerned  that  the  hospital  within  a 
hospital  model  was  devised  as  a  way  for  acute  care 
hospitals  to  receive  higher  payments  for  their  long- 
stay  cases.  If  this  is  true,  these  entities  undermine 
the  incentives  of  PPS,  and  HCFA  should  no  longer 
certify  them.  The  health  care  system,  however,  is 
undergoing  substantial  structural  changes.  The 
development  of  long-term  care  hospitals  within 
hospitals  may  be  an  appropriate  and  efficient  alter- 
native to  acute  inpatient  care  for  cases  that  require 
additional  services,  but  at  a  more  intensive  level 
than  those  provided  in  other  post-acute  care  sites. 

HCFA  should  conduct  a  comprehensive  study 
of  the  characteristics,  patient  mix,  treatment 


patterns,  costs,  and  financial  performance  of 
hospitals  within  hospitals.  Such  information  is 
necessary  to  determine  if  additional  policy 
changes  are  needed  for  this  subset  of  providers. 
To  facilitate  this  effort,  HCFA  should  also 
develop  a  reporting  mechanism  to  differentiate 
hospitals  within  hospitals  from  free-standing 
long-term  care  hospitals. 

Recommendation  32:  Elimination  of  the  New 
Provider  Exemption  Period 

The  initial  exemption  period  for  new  PPS- 
excluded  providers  should  be  eliminated. 
Medicare  payments  for  new  providers 
should  be  based  on  an  average  target 
amount  for  facilities  serving  comparable 
types  of  patients. 

New  providers  have  little  reason  to  keep  their 
initial  costs  low.  In  fact,  they  have  a  strong  incen- 
tive to  inflate  base-year  costs  to  establish  high  tar- 
get amounts  and  thus  receive  higher  payments  in 
subsequent  years.  ProPAC  analyses  have  shown 
that  the  average  Medicare  inpatient  operating  pay- 
ment per  discharge  has  climbed  over  time.  This  is 
primarily  due  to  the  influx  of  new  high-cost 
providers. 

During  this  start-up  period,  payment  limits  based 
on  an  average  target  amount  for  each  facility  type 
would  help  reduce  the  disparities  between  new  and 
old  facilities  and  control  Medicare  spending.  Like- 
wise, the  base  target  amount  for  new  providers 
should  be  limited. 

There  are  several  options  in  determining  the 
appropriate  limits.  They  could  be  calculated 
using  data  from  all  providers  within  a  group, 
such  as  all  rehabilitation  hospitals.  This  method 
could  place  facilities  with  higher  costs  at  a  disad- 
vantage, however.  An  alternative  would  be  to 
base  the  limit  on  the  average  for  subsets  of 
providers.  The  criteria  for  designating  compara- 
ble groups  of  facilities  could  be  predicated  on 
provider  characteristics  like  age,  geographic 
location,  or  size.  A  better  option  would  be  to 
identify  groups  of  facilities  using  patient  charac- 
teristics that  are  related  to  resource  use.  Addi- 
tional information  on  the  reasons  for  cost  differ- 
ences across  facilities  may  be  needed  before 
choosing  any  option. 
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Psychiatric  hospitals  and  units,  children's 
hospitals,  and  cancer  hospitals  face  the  same 
incentives  under  TEFRA  as  rehabilitation  and 
long-term  care  facilities  do.  Therefore,  the 
exemption  period  should  be  eliminated  for  these 
providers  as  well.  Although  the  number  of  psy- 
chiatric hospitals  has  declined  recently,  psychi- 
atric units  have  increased  along  with  Medicare 
discharges  and  spending  for  these  facilities. 
ProPAC  is  much  less  concerned  about  this  issue 
as  it  pertains  to  children's  and  cancer  hospitals, 
though,  because  neither  their  numbers  nor  their 
Medicare  payments  are  rising  appreciably. 

COORDINATING  POST-ACUTE  CARE 
PAYMENTS 

The  Commission  believes  its  recommendations 
on  payment  policies  for  each  post-acute  care 
provider  would  slow  spending  growth  and  promote 
more  equitable  payments.  Patient  characteristics 
such  as  medical  complexity  or  functional  status 
may  influence  the  choice  of  post-acute  care  site. 
But  for  many  beneficiaries,  several  types  of 
providers  could  meet  their  needs.  In  fact,  ProPAC 
analyses  indicate  that  patients  with  the  same 
hospital-assigned  DRG  receive  post-acute  care  in  a 
variety  of  settings.12 

Because  of  this  overlap,  policy  makers  need  to 
consider  broader  implications  as  well.  The  ability 
to  substitute  care  among  post-acute  settings  may 
contribute  to  inappropriate  spending  growth,  even 
after  policies  are  improved  for  individual  provider 
types.  Further,  even  though  prospective  payment 
encourages  providers  to  deliver  care  more  efficient- 
ly, facility-specific  payments  encourage  them  to 
lower  their  costs  by  unbundling  services  to  other 
settings.  The  ability  to  substitute  care  among  post- 
acute  settings  may  weaken  any  efforts  to  control 
payments  to  or  use  of  a  particular  type  of  provider. 
It  may  also  boost  total  expenditures. 

Recommendation  33:  Coordinating  Post-Acute 
Care  Provider  Payment  Methods 

The  Commission  urges  the  Congress  and 
the  Secretary  to  consider  the  overlap  in  ser- 
vices and  beneficiaries  across  post-acute 
care  providers  as  they  modify  Medicare 
payment  policies.  Changes  to  one 
provider's  payment  method  could  shift 


utilization  to  other  sites  and  thus  fail  to 
curb  overall  spending.  To  this  end,  ProPAC 
commends  HCFA's  efforts  to  identify  ele- 
ments common  to  the  various  facility- 
specific  patient  classification  systems  to  use 
in  comparing  beneficiaries  across  settings. 

As  discussed  earlier,  the  Commission  supports 
prospective  payment  systems  for  each  type  of  post- 
acute  care  provider.  The  patient  classification  sys- 
tem used,  unit  of  service,  payment  amount,  and 
implementation  schedule,  however,  will  differ  for 
each  system.  Because  of  these  inconsistencies,  pay- 
ment policy  may  influence  clinical  decisions  inap- 
propriately and  exacerbate  differences  in  payment 
amounts  across  providers  for  similar  services. 

To  minimize  these  potential  problems,  Medicare 
needs  to  better  understand  the  similarities  and  dif- 
ferences in  services  and  patients  across  settings. 
Adoption  of  the  Commission's  SNF  and  home 
health  coding  recommendations  would  make  it  eas- 
ier to  compare  service  use  across  these  sites.  Addi- 
tional comparative  beneficiary-level  data  need  to  be 
developed  as  well,  and  HCFA  is  beginning  this 
effort.  It  is  identifying  patient  descriptors  common 
to  each  of  the  patient  assessment  instruments  used 
by  various  post-acute  care  providers.  Patient  classi- 
fication systems  typically  use  data  from  these 
instruments  and  are,  in  turn,  the  basis  of  case-mix 
measurement.  The  Commission  urges  continued 
support  for  this  work. 

Ultimately,  Medicare  should  move  toward  more 
uniform  payment  policies  across  sites.  Payment 
amounts  should  vary  depending  on  the  intensity 
and  nature  of  services  beneficiaries  require,  rather 
than  on  the  setting.  Further,  providers  should  have 
incentives  to  coordinate  services  for  an  episode. 
Understanding  the  variations  in  beneficiary  needs 
and  service  use  across  sites  is  an  important  begin- 
ning to  achieving  these  goals. 

Recommendation  34:  Linking  Payments  for  an 
Episode  of  Care 

The  Secretary  should  begin  a  demonstra- 
tion project  that  links  payments  for  the 
acute  and  post-acute  portions  of  an  episode 
of  care.  It  should  be  designed  to  test 
whether  this  approach  can  reduce  expendi- 
tures and  improve  continuity  of  care. 
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Many  beneficiaries  use  multiple  providers  during 
an  episode  of  care.  Under  fee-for-service,  providers 
have  no  incentive  to  minimize  total  episode  costs 
by  directing  patients  to  the  least  intensive,  most 
appropriate  site  of  care  or  to  coordinate  services 
across  settings.  Linking  the  payments  for  the  bun- 
dle of  services  furnished  during  an  episode  could 
address  these  issues.  As  a  result.  Medicare  benefi- 
ciaries would  benefit  from  better  coordinated  ser- 
vices, and  the  program  could  curb  its  spending. 

The  Commission  believes  a  demonstration  pro- 
ject should  be  initiated  to  determine  how  this  pay- 
ment approach  would  affect  post-acute  care  use  and 
total  spending.  It  should  focus  on  the  small  group 
of  DRGs  that  accounts  for  the  largest  share  of  post- 
acute  care.  Patterns  of  care  and  outcomes  of  service 
delivery  should  be  assessed  under  such  a  demon- 
stration as  well. 

A  number  of  technical  issues  would  have  to  be 
addressed  in  developing  this  demonstration.  The 
providers,  services,  and  time  period  covered  would 
need  to  be  specified.  All  providers  and  services 
could  be  included  under  the  payment  amount. 
Alternatively,  the  payment  could  include  only  those 
providers  and  services  that  are  most  likely  to  be 
used  after  a  hospital  stay  for  a  particular  condition. 
Similarly,  the  period  covered  could  be  longer  or 
shorter.  These  decisions  would  underlie  a  definition 
of  the  acute/post-acute  episode  of  care  that  would 
be  critical  in  establishing  the  total  payment  amount. 


A  broad  definition  of  an  episode  would  present 
more  opportunities  to  realize  economies  and  to 
develop  other  ways  to  deliver  care.  With  a  larger 
service  unit,  the  entity  receiving  the  payment 
would  have  the  flexibility  to  shift  service  delivery 
across  sites  and  to  provide  social  or  other  support 
services  to  lower  overall  costs.  A  broad  definition 
could  also  lead  to  greater  overpayment  or  under- 
payment for  an  episode. 

Narrow  definitions  would  probably  be  easier  to 
implement  because  fewer  providers  would  be 
involved  and  the  payment  would  apply  to  services 
over  a  shorter  period.  They  would,  however,  make 
it  easier  for  providers  to  furnish  services  outside 
the  episode  to  raise  their  total  payments.  Further, 
the  ability  to  achieve  savings  through  reorganizing 
care  would  be  more  limited. 

One  of  the  most  important  design  and  political 
issues  in  a  linked  payment  approach  is  deciding 
which  type  of  entity  would  receive  the  payment. 
Since  this  entity  would  organize  and  oversee  the 
continuum  of  services  for  beneficiaries,  it  would 
bear  the  risk  that  payments  would  not  cover  costs. 
Hence,  this  entity  would  have  a  strong  incentive  to 
develop  the  most  efficient  patterns  of  care.  The 
options  include  an  acute  care  hospital,  a  post-acute 
care  provider,  or  a  provider  service  network.  Alter- 
natively, the  payments  could  be  distributed  through 
a  preferred  provider  organization-type  arrange- 
ment. 
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Notes  to  Chapter  2 


1.  The  term  "under  arrangement'"  refers  to  a  con- 
tractual relationship  in  which  the  external 
provider  charges  the  SNF  for  the  services  fur- 
nished, rather  than  submitting  a  claim  to  Medi- 
care. In  these  circumstances,  the  only  restriction 
on  ancillary  service  charges  and  subsequent 
costs  to  the  SNF  (other  than  meeting  Medicare's 
definition  of  reasonableness)  is  that  the  salaries 
for  physical  therapists  and  respiratory  therapists 
be  below  salary  caps  established  by  the  Health 
Care  Financing  Administration. 

2.  If  a  beneficiary  no  longer  needs  skilled  nursing 
care,  physical  therapy,  or  speech  therapy  but 
requires  occupational  therapy,  home  health  cov- 
erage can  continue. 

3.  Home  health  patients  who  receive  durable  med- 
ical equipment  or  drugs  used  to  treat  osteoporo- 
sis are  responsible  for  a  20  percent  copayment 
on  those  services. 

4.  During  the  mid-1980s,  HCFA  tightened  the 
interpretation  of  the  home  health  care  bene- 
fit. This  reduced  the  number  of  people  qual- 
ifying for  the  services  as  well  as  the  number 
of  services  used  per  person.  The  legal  basis 
for  this  interpretation  was  invalidated  in 
1988,  however,  and  home  health  utilization 
surged.  Duggan  v.  Bowen,  691  F.  Sup.  1487 
(D.D.C.  1988). 

5.  Home  health  aide  services  include  personal 
care  such  as  bathing,  dressing,  and  grooming; 
simple  wound  dressing  changes;  and  assistance 
with  medications. 

6.  Health  Care  Financing  Administration,  Home 
Health  Agency  Manual  §218.1. 


7.  The  10  conditions  are  stroke,  spinal  cord  injury, 
congenital  deformity,  amputation,  major  multi- 
ple trauma,  hip  fracture,  brain  injury,  pol- 
yarthritis (including  rheumatoid  arthritis),  neu- 
rological disorders  (including  multiple 
sclerosis,  muscular  dystrophy,  Parkinson's  dis- 
ease), and  burns.  42  C.F.R.  §412.23(b)(2). 

8.  The  other  specialty  providers  excluded  from 
PPS  are  psychiatric  hospitals  and  distinct-part 
units,  children's  hospitals,  and  cancer  hospitals. 

9.  Margaret  Stineman  and  others,  "A  Case-Mix 
Classification  System  for  Medical  Rehabilita- 
tion," Medical  Care  32(4):366-79,  April  1994. 

10.  Grace  Carter  and  others,  "A  Patient  Classifica- 
tion System  for  Inpatient  Rehabilitation 
Patients:  A  Review  and  Proposed  Revisions  to 
the  FIM-FRGs,  Volume  I,"  RAND  report  pre- 
pared for  the  Health  Care  Financing  Adminis- 
tration, forthcoming. 

11.  To  qualify  as  a  hospital  within  a  hospital,  a 
facility  must  have  a  governing  body,  chief  med- 
ical officer,  medical  staff,  and  chief  executive 
officer  separate  from  the  host  hospital.  In  addi- 
tion, it  must  perform  basic  hospital  functions 
without  assistance  from  the  host  hospital  or 
controlling  third  party,  or  receive  at  least  75 
percent  of  its  inpatient  referrals  from  sources 
other  than  the  host  hospital,  or  demonstrate  that 
the  host  hospital  provides  no  more  than  15  per- 
cent of  its  total  inpatient  operating  costs.  42 
C.F.R.  §412.23(e)(3). 

12.  Prospective  Payment  Assessment  Commission, 
Medicare  and  the  American  Health  Care  Sys- 
tem: Report  to  the  Congress,  June  1996. 


Chapter  3 

The  Medicare  Risk 
Contracting  Program 


Chapter  3 


The  Medicare  Risk 
Contracting  Program 


Policy  makers  debating  the  future  of  the  Medi- 
care program  have  looked  to  managed  care 
arrangements  to  contain  spending.  These  arrange- 
ments have  lowered  the  costs  of  private  sector  firms 
and  could  slow  the  growth  in  Medicare  expendi- 
tures. Medicare's  primary  managed  care  option, 
called  the  risk  contracting  program,  has  not 
achieved  the  savings  for  Medicare  that  private 
experience  suggests  are  possible,  however.  This  is 
primarily  because  the  capitation  payments  to  man- 
aged care  plans  do  not  reflect  plan  enrollees' 
below-average  probability  of  using  health  care  ser- 
vices. Another  reason  is  that  Medicare's  capitation 
rates  are  based  on  fee-for-service  spending  experi- 
ence. This  link  restricts  potential  savings  from 
managed  care  and  produces  rates  that  may  be  inap- 
propriate. 

The  Prospective  Payment  Assessment  Commis- 
sion (ProPAC)  is  recommending  changes  to  the  risk 
contracting  program  that  will  help  limit  Medicare 
spending.  These  include  introducing  a  more  robust 
risk  adjustment  system,  revising  the  payment  rates, 
and  developing  a  better  method  to  update  payments 
from  year  to  year.  To  improve  Medicare's  ability  to 
evaluate  the  adequacy  and  appropriateness  of  its 
payments,  the  Commission  is  recommending  that 
the  program  collect  new  data  from  risk  plans. 
Medicare  also  needs  data  to  monitor  and  evaluate 
plan  quality  and  to  provide  beneficiaries  with  com- 
parative information  about  plans.  Armed  with  this 
information,  beneficiaries  will  be  better  able  to 
understand  the  differences  between  Medicare's  fee- 
for-service  and  risk  contracting  options,  and  make 
the  selection  that  best  meets  their  needs. 

This  chapter  begins  with  an  overview  of  Medi- 
care's risk  contracting  program.  It  goes  on  to 
describe  Medicare's  payment  policies  and  the  rela- 
tionship between  those  policies  and  plan  participa- 
tion. ProPAC's  recommendations  for  improving 
payment  policy  follow.  The  final  section  describes 


the  flow  of  information  between  Medicare,  risk 
contracting  plans,  and  beneficiaries.  This  section 
concludes  with  the  Commission's  recommenda- 
tions for  improving  the  data  needed  to  evaluate  the 
payment  rates,  support  evaluations  of  plan  quality, 
and  allow  beneficiaries  to  make  informed  choices 
among  plans. 

PROGRAM  OVERVIEW 

Most  Medicare  beneficiaries  can  join  health 
maintenance  organizations  (HMOs)  that  participate 
in  the  risk  contracting  program.1  Introduced  in 
1985,  this  program  offers  HMOs  prospective  pay- 
ments for  each  Medicare  beneficiary  they  enroll.2 
For  this  payment,  HMOs  must  provide  all  Medi- 
care-covered services  and  any  additional  ones  they 
agree  to  cover  under  their  Medicare  risk  contract. 

As  of  January  1997,  4.2  million  beneficiaries  (11 
percent  of  the  total  Medicare  population)  had 
joined  risk  plans.  Enrollment  has  grown  by  32  per- 
cent annually  since  1993  (see  Table  3-1).  HMO 

Table  3-1.  Medicare  Risk  Program  Participation, 
1990-1997 


Enrollees 


As  a  Percentage 

Number 

of  Total  Medicare 

Year 

(In  Millions) 

Enrollment 

Contracts 

1990 

1.2 

3.5% 

95 

1991 

1.3 

3.7 

85 

1992 

1.5 

4.2 

83 

1993 

1.7 

4.7 

90 

1994 

2.1 

5.7 

109 

1995 

2.9 

7.7 

154 

1996 

3.9 

10.4 

189 

1997 

248 

Note:  Enrollment  data  are  as  of  September  each  year;  contract  data  are  as 
of  January  each  year. 


SOURCE:  Health  Care  Financing  Administration,  Office  of  Managed  Care. 
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participation  in  the  Medicare  risk  contracting  pro- 
gram also  has  accelerated  over  the  last  three  years. 
After  declining  between  1987  and  1991  and  experi- 
encing nearly  flat  growth  in  the  early  1990s,  partic- 
ipation has  recently  surged.  As  a  consequence,  a 
plan  is  available  for  the  first  time  in  some  areas;  in 
others,  beneficiaries  have  a  greater  choice  of  plans. 
Medicare  program  payments  to  risk  plans  totaled 
$19  billion  in  fiscal  year  1996. 

PAYMENT  POLICY 

An  HMO  with  a  risk  contract  receives  a  month- 
ly payment  for  each  enrolled  beneficiary.  The 
amount  is  based  on  projected  Medicare  fee-for- 
service  spending,  less  a  5  percent  discount 
retained  as  Medicare  savings.  The  method  for 
establishing  the  payment  amount  is  similar  to  that 
used  by  other  payers,  such  as  private  sector 
employers  and  Medicaid  programs,  when  they 
began  contracting  with  HMOs.  In  recent  years, 
some  payers  have  begun  to  use  past  HMO  prices 
for  setting  future  rates,  rather  than  basing  them  on 
indemnil)  premiums. 

The  base  rate  equals  95  percent  of  the  projected 
average,  per  enrollee  fee-for-service  Medicare  pro- 
gram payments  (the  adjusted  average  per  capita 
cost)  in  each  county  the  plan  serves.  This  amount  is 
calculated  separately  for  three  categories  of 
enrollees:  aged,  disabled,  and  those  who  are  eligi- 
ble for  Medicare  due  to  end-stage  renal  disease. 
Plan  payments  are  adjusted  to  reflect  beneficiary 
characteristics  associated  with  differences  in 
expected  levels  of  spending  (the  beneficiary's  age, 
sex,  Medicaid  or  institutionalization  status,  and 
employer-based  coverage). 

Medicare  payments  are  not  based  on  plans'  costs 
of  providing  covered  services.  Medicare  recognizes 
that  risk  plans  may  furnish  services  at  lower  costs 
than  the  payments  they  receive.  It  therefore 
requires  each  plan  to  submit  what  it  calls  an  adjust- 
ed community  rate  (ACR)  proposal  to  calculate 
how  much  plan  payments  will  exceed  projected 
costs.  The  annual  proposal  documents  a  plan's 
expected  costs  for  Medicare-covered  benefits. 
These  costs  are  estimated  from  the  spending  expe- 
rience of  the  plan's  commercial  (non-Medicare  and 
non-Medicaid)  enrollees,  adjusted  for  higher 
expected  use  by  Medicare  beneficiaries.  A  plan 
includes  in  these  calculations  its  administration  and 


profit  requirements,  which  are  also  based  on  its 
commercial  experience. 

If  a  plan's  expected  payments  exceed  its  project- 
ed costs,  the  difference  must  be  returned  to  Medi- 
care, credited  to  future  years,  or  used  to  provide 
additional  benefits  to  enrollees.  Most  plans  choose 
to  offer  the  additional  benefits  in  the  form  of  more 
services,  lower  cost  sharing,  or  coverage  for  out-of- 
network  providers.  To  further  attract  Medicare 
enrollees,  plans  may  include  even  more  benefits 
than  required  to  make  up  the  difference  between 
payments  and  estimated  costs.  Though  plans  can 
charge  a  premium  for  this  coverage,  many  choose 
to  waive  some  or  part  of  this  amount.3  Greater  ben- 
efits and  lower  out-of-pocket  spending  generally 
make  joining  a  risk  plan  an  attractive  option  for 
beneficiaries. 

Problems  with  Risk  Contracting  Payment 
Policies 

There  are  two  fundamental  problems  with  Medi- 
care's risk  contracting  program  payment  policies. 
First,  the  capitation  payments  are  not  adequately 
adjusted  to  account  for  differences  in  the  expected 
costliness  of  enrollees  in  risk  plans.  In  addition,  the 
payment  amounts  reflect  fee-for-service  program 
spending  at  the  county  level.  This  approach  has  led 
to  a  number  of  problems  with  the  payment  rates, 
among  them  volatility  and  possible  bias  in  the  capi- 
tation amounts. 

Medicare  risk  plans  have  attracted  enrollees  who 
are  healthier,  on  average,  than  those  in  the  fee-for- 
service  option.4  This  phenomenon  is  called  favor- 
able risk  selection.  The  risk  adjustment  to  the  capi- 
tation amounts  does  not  adequately  account  for 
these  differences.  Thus,  Medicare  outlays  for  bene- 
ficiaries who  join  risk  plans  are  higher  than  they 
would  have  been  if  the  enrollees  had  not  joined 
such  plans.  It  is  estimated  that  favorable  risk  selec- 
tion to  plans  and  inadequate  risk  adjustment  to  pay- 
ments together  have  increased  Medicare  spending 
from  5  percent  to  7  percent  for  each  beneficiary 
currently  enrolled  in  a  risk  plan.5 

Medicare's  capitation  rates  reflect  variation  in 
fee-for-service  prices  and  practice  patterns.  Expen- 
sive providers,  high  utilization  rates,  or  both  have 
driven  up  fee-for-service  spending  in  some  areas. 
In  these  markets,  plans  may  have  considerable 
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opportunities  to  furnish  care  more  efficiently  than 
under  fee-for-service  arrangements.  For  example, 
plans  often  can  contract  selectively  with  lower- 
priced  or  more  efficient  providers.  Physicians,  hos- 
pitals, and  others  may  be  willing  to  accept  dis- 
counted payment  rates  in  areas  with  many 
providers.  Plans  can  sometimes  shift  patients  from 
more  expensive  settings  to  less  costly  ones.  But 
because  Medicare  capitation  payments  are  tied  to 
fee-for-service  spending.  Medicare  has  limited 
ability  to  share  in  these  savings.  Instead,  plans  con- 
vert most  of  the  savings  into  extra  benefits  for  their 
enrollees. 

By  contrast,  capitation  rates  based  on  fee-for-ser- 
vice spending  sometimes  are  not  high  enough  to 
cover  the  service  cost  plus  administration  and  profit 
requirements  of  the  HMO.  This  is  most  likely  to 
occur  in  the  predominantly  rural  counties  that  have 
the  lowest  capitation  rates.  The  rates  may  be  low 
because  of  efficient  patterns  of  care  or  inadequate 
access  to  care.  In  these  counties,  plans  have  fewer 
opportunities  to  reduce  health  care  spending. 

But  these  are  not  the  only  problems  resulting 
from  basing  capitation  rates  on  fee-for-service 
spending.  Another  is  that,  in  some  areas,  changes 
in  the  amount  of  the  capitation  payments  are 
volatile  from  year  to  year.  This  is  the  case  particu- 
larly in  counties  with  few  Medicare  beneficiaries. 
Additionally,  base  payment  rates  may  be  too  high 
in  areas  where  plans  enjoy  favorable  selection. 
With  less  costly  beneficiaries  in  risk  plans,  the  pay- 
ment rates  there  will  reflect  the  higher-than-average 
spending  for  Medicare  beneficiaries  remaining  in 
the  fee-for-service  option. 

Relationship  Between  Payment  Rates  and 
Plan  Participation  and  Benefits 

HMOs  have  several  reasons  for  securing  a  Medi- 
care risk  contract.  One  is  that  the  capitation  rates 
allow  plans  to  earn  a  profit.  Another  is  that  employ- 
ers may  encourage  HMOs  to  participate  so  that 
their  retirees  can  enroll.  This  is  an  increasingly 
popular  strategy  for  reducing  employer  liability  for 
retirement-related  health  insurance.  Yet  a  third  rea- 
son is  that,  in  competitive  markets  where  most  pri- 
vate sector  employees  are  in  managed  care  plans, 
HMOs  may  participate  in  Medicare  to  increase 
their  total  enrollment.  Larger  plans  may  negotiate 
more  favorable  contracts  with  providers. 


ProPAC  analysis  of  1995  data  suggests  that 
HMOs  are  more  likely  to  participate  in  the  risk 
contracting  program  in  urban  areas  that  have  higher 
Medicare  payment  rates.  An  HMO  located  in  a 
metropolitan  area  where  the  payment  rate  is  10  per- 
cent above  the  national  average  is  about  1 1  percent 
more  likely  to  have  a  risk  contract  than  an  HMO 
serving  an  area  with  the  national  average  rate. 
Other  factors,  including  local  market  conditions 
and  HMO  characteristics  (such  as  size,  ownership, 
and  model  type),  also  are  related  to  the  probability 
of  participation. 

The  payment  rate  also  affects  benefit  packages. 
Risk  plans  in  urban  areas  with  higher  payment  rates 
tend  to  offer  the  most  generous  benefit  packages, 
while  plans  in  areas  with  the  lowest  payment  rates 
generally  have  the  fewest  additional  benefits.  The 
extra  benefits  are  an  important  inducement  for  ben- 
eficiaries to  join  these  plans. 

Overall,  then,  the  analysis  suggests  that  Medi- 
care payment  influences  plans'  decisions  about  par- 
ticipation in  the  risk  contracting  program  and  the 
value  of  the  additional  benefits  they  will  offer. 
Nonetheless,  since  these  observations  are  based  on 
a  single  year  of  data,  no  conclusions  can  be  drawn 
about  plans'  probable  responses  to  changes  in  the 
level  of  the  payment  rate. 

RISK  CONTRACTING  PROGRAM 
PAYMENT  IMPROVEMENTS 

The  risk  contracting  program  could  restrain 
Medicare  spending,  but  only  if  problems  with  the 
payment  method  are  addressed.  The  following  rec- 
ommendations would  improve  the  payment  method 
in  several  ways. 

Adopting  a  new  risk  adjustment  method  would 
allow  Medicare  capitation  rates  to  reflect  enrollees' 
likely  use  of  health  care  services  more  accurately. 
Adjusting  the  base  payment  rates  would  establish 
capitation  payment  amounts  that  are  more  in  line 
with  the  costs  of  an  efficient  plan.  Using  an  update 
framework  instead  of  the  rise  in  fee-for-service 
spending  to  increase  plan  payment  rates  from  year 
to  year  would  let  Medicare  share  in  HMO  efficien- 
cies. It  also  would  remove  the  effects  of  biased 
selection  from  rate  increases  and  give  plans  more 
predictable  updates  in  future  years.  Exploring  alter- 
nate methods  for  setting  capitation  rates,  such  as 
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competitive  bidding  and  negotiation,  might  permit 
Medicare  to  exert  greater  influence  on  plans  to  pro- 
vide quality  care  at  less  cost. 

Implementing  these  recommendations  would 
decrease  the  capitation  rates  in  some  areas  and 
raise  them  in  others.  Given  the  relationship 
between  participation  and  payment  rates,  this  might 
influence  where  Medicare  risk  plans  are  available. 
Lowered  payment  rates  might  cause  some  plans  to 
drop  certain  counties  from  their  service  areas  or  not 
renew  their  Medicare  contracts.  But  plans  could 
employ  other  strategies  as  well.  Indeed,  they  have 
some  flexibility  in  this  regard.  They  could  bargain 
more  forcefully  with  providers  over  practice  pat- 
terns and  provider  payment  rates  or  reduce  the 
value  of  the  benefit  package  they  offer.  The  latter 
approach  would,  however,  make  risk  plans  less 
attractive  to  beneficiaries.  In  areas  where  rates 
increased,  nonparticipating  plans  might  seek  a 
Medicare  contract.  Plans  already  participating  in 
these  areas  would  be  able  to  offer  beneficiaries 
extra  benefits,  which  would  make  enrolling  in  these 
plans  even  more  attractive. 

Recommendation  35:  Improving  the  Risk 
Adjustment  Method 

A  combination  of  techniques  should  be  used 
to  adjust  Medicare's  capitation  payments 
so  that  they  better  reflect  enrollees'  likely 
use  of  services.  The  Secretary  should  adopt 
risk  adjusters  based  on  diagnosis,  health 
status,  or  both  as  well  as  an  outlier  policy 
for  costly  cases.  Partial  capitation  arrange- 
ments should  be  tested.  Plans  should  pro- 
vide data  to  Medicare  to  support  improved 
risk  adjustment.  The  new  risk  adjustment 
system  should  be  phased  in. 

Researchers  have  been  evaluating  risk  adjust- 
ment methods  that  would  explain  more  of  the  varia- 
tion in  health  care  spending  than  the  demographic 
adjusters  Medicare  now  uses.  Two  types  of  meth- 
ods are  most  promising.  One  employs  diagnosis- 
related  information  that  accounts  for  prior  use  of 
health  services.  The  other  is  based  on  indicators  of 
health  status,  functioning,  and  past  and  present 
conditions,  which  are  collected  through  a  beneficia- 
ry survey.  Recent  evidence  suggests  that  risk 
adjustment  methods  based  on  prior  diagnoses  are 
the  best  available  predictors  of  spending.6  A 


method  could  be  designed  that  would  draw  on  both 
types  of  information.  The  desirability  of  a  com- 
bined method,  however,  would  depend  on  whether 
the  additional  data  collection  cost  is  justified  by  the 
ability  to  make  more  accurate  predictions. 

Even  the  best  available  risk  adjustment  methods, 
though,  are  not  likely  to  correct  fully  for  selection 
possibilities.  Thus,  some  combination  of  payments 
for  actual  services  used,  along  with  a  risk-adjusted 
capitation  payment  (that  is,  partial  capitation),  should 
be  considered.  A  limited  version  of  partial  capitation 
is  an  outlier  scheme.  An  outlier  policy  would  provide 
additional  funds  to  plans  for  enrollees  whose  health 
care  spending  had  exceeded  a  specified  threshold. 
Outlier  payments  could  be  financed  by  withholding 
an  appropriate  percentage  from  plan  payments.  This 
type  of  policy  would  financially  assist  plans  with 
large  shares  of  costly  beneficiaries,  thereby  reducing 
their  financial  incentives  to  stint  on  enrollees'  care. 

Improved  risk  adjustment  likely  will  involve  new 
costs  to  Medicare  for  collecting  data  from  plans. 
Once  gathered,  the  information  will  need  to  be  pro- 
cessed quickly  enough  to  adjust  the  payment  in  a 
timely  manner.  The  plans  also  are  likely  to  incur 
expenses,  since  they  will  have  to  provide  Medicare 
with  new  utilization  and  cost  data. 

Introducing  a  new  method  could  entail  signifi- 
cant redistribution  of  capitation  funds,  potentially 
disrupting  the  risk  contracting  program.  Thus,  the 
method  should  be  applied  to  increasing  shares  of 
the  payment  rates  over  time. 

Implementing  a  new  risk  adjustment  method  would 
make  Medicare's  capitation  rates  more  accurate  but 
would  not  completely  eliminate  the  effects  of  risk 
selection.  Consequently,  Medicare  should  continue  to 
support  ongoing  refinement  of  risk  adjustment  meth- 
ods, even  as  it  implements  a  new  approach. 

Recommendation  36:  Excluding  Teaching  and 
Disproportionate  Share  Payments  from  the 
Capitation  Rates 

The  fee-for-service  spending  estimates 
Medicare  uses  to  calculate  capitation  rates 
should  exclude  special  payments  to  hospitals 
with  graduate  medical  education  programs 
and  to  those  serving  a  disproportionate 
share  of  low-income  patients. 
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Medicare's  fee-for-service  spending  in  each 
county  includes  the  special  payments  made  to  hos- 
pitals that  operate  graduate  medical  education  pro- 
grams and  to  those  that  serve  a  disproportionate 
share  of  low-income  patients.  Medicare  provides 
these  extra  payments  to  recognize  the  higher  costs 
of  teaching  hospitals  and  to  maintain  access  to  hos- 
pitals that  serve  large  numbers  of  poor  patients. 
(See  Chapter  I.)  Plans  are  unlikely  to  pay  these 
hospitals  amounts  that  reflect  the  special  Medicare 
payments.  Consequently,  the  capitation  payment 
rates  may  be  higher  than  the  costs  that  efficient 
plans  would  be  expected  to  incur  in  providing 
Medicare-covered  services.  Removing  special  pay- 
ments from  the  fee-for-service  spending  base 
would  result  in  more  appropriate  capitation  rates. 

ProPAC  analysis  of  1995  data  found  these  pay- 
ments accounted,  on  average,  for  5.3  percent  of  the 
capitation  rates.  This  percentage,  however,  varied 
substantially  across  counties.  If  these  special  pay- 
ments were  excluded  from  the  rate  calculation  for- 
mula, rates  would  be  lowered  only  by  2.5  percent 
or  less  in  half  of  all  counties.  In  counties  where 
many  Medicare  fee-for-service  beneficiaries  are 
cared  for  by  teaching  and  disproportionate  share 
hospitals,  though,  payment  reductions  would  be  far 
greater.  The  variation  in  the  amount  by  which 
county  rates  would  be  affected  by  this  policy 
change  reflects  the  uneven  geographic  distribution 
of  teaching  and  disproportionate  share  hospitals. 

At  the  same  time  the  capitation  rates  are  adjust- 
ed, a  mechanism  should  be  developed  to  make 
additional  payments  to  teaching  and  disproportion- 
ate share  hospitals  for  the  Medicare  risk  plan 
enrollees  they  treat.  (See  Recommendation  12.) 

Recommendation  37:  Increasing  Capitation 
Rates  to  Reflect  Use  of  Services  Covered  by 
Other  Government  Programs 

Medicare  should  increase  the  capitation 
rates  to  include  estimated  spending  for  cov- 
ered services  that  program  beneficiaries 
receive  in  facilities  operated  by  the  Depart- 
ments of  Veterans  Affairs  and  Defense. 

In  certain  locales,  some  beneficiaries  receive 
Medicare-covered  services  from  Department  of 
Veterans  Affairs  CVA)  and  Department  of  Defense 
(DoD)  facilities.  Since  the  Medicare  program  does 


not  pay  for  these  services,  the  base  per  capita  fee- 
for-service  spending  amounts  in  these  areas  are 
understated  compared  with  actual  use  of  Medicare- 
covered  services.  As  a  result,  the  capitation  rates  in 
areas  having  large  retired  military  populations  and 
VA  and  DoD  facilities  are  lower  than  the  rates  in 
otherwise  comparable  areas.  At  the  same  time,  the 
beneficiaries  who  choose  risk  plans  are  not  likely 
to  use  these  facilities.  A  ProPAC  analysis  of  1991 
data  estimated  that  services  provided  to  Medicare 
beneficiaries  in  these  facilities  made  up  about  3 
percent  of  the  total  cost  of  Medicare-covered  ser- 
vices.7 The  value  of  such  services  varied  from  1 
percent  to  7  percent  of  total  Medicare  costs  across 
states. 

Because  of  the  geographic  variation  in  the  use  of 
these  providers,  Medicare  should  raise  capitation 
payments  to  reflect  the  costs  of  services  other  gov- 
ernment programs  provide  Medicare  beneficiaries. 
This  would  increase  Medicare's  spending  for  the 
risk  contracting  program.  In  addition,  the  Health 
Care  Financing  Administration  (HCFA)  would 
incur  some  administrative  expenses  in  obtaining 
data  on  service  utilization  from  VA  and  DoD  and 
adjusting  the  capitation  rates.  Nonetheless,  this 
adjustment  would  improve  payment  equity. 

Recommendation  38:  Reducing  the  Variation  in 
Payment  Rates 

The  variation  in  capitation  rates  across 
counties  should  be  narrowed.  The  lowest 
rates  should  be  raised  to  a  minimum 
amount,  without  increasing  aggregate  pro- 
gram spending.  Medicare  should  evaluate 
the  adequacy  and  appropriateness  of  its 
payment  rates,  however  they  are  deter- 
mined. 

Under  current  payment  methods,  Medicare's 
capitation  rates  vary  widely  among  counties,  lead- 
ing to  substantial  differences  in  payment  both 
between  and  within  market  areas.  Evidence  shows 
that  plans'  projected  spending  for  furnishing  Medi- 
care benefits  does  not  vary  as  much  as  the  payment 
rates.  Improving  risk  adjustment  methods  and 
adjusting  the  fee-for-service  spending  base,  as  rec- 
ommended above,  probably  would  help  to  decrease 
some  of  this  payment  variation.  Nevertheless,  sub- 
stantial differences  in  the  payment  rates  are  likely 
to  continue. 
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The  Commission  believes  the  payment  rates  in 
some  areas  are  too  low  to  allow  risk  plans  to  pro- 
vide Medicare  services.  To  address  this  problem,  a 
minimum  payment  amount  should  be  set.  This 
should  be  done  in  a  way  that  does  not  increase 
overall  spending,  either  by  reducing  all  payment 
rates  above  the  floor  or  by  lowering  the  highest 
rates. 

Variation  in  the  capitation  rates  could  be  con- 
strained using  several  alternate  approaches.  Local 
amounts  could  be  blended  with  the  national  aver- 
age rate,  bringing  all  payment  rates  closer  to  the 
average.  A  larger  geographic  area  could  be  used  as 
the  basis  for  the  payment  rate.  Updates  could  be 
structured  to  bring  base  payment  amounts  closer  to 
each  other  over  time.  The  selected  method  should 
produce  payment  rates  that  reflect  appropriate 
sources  of  variation  in  plans'  costs. 

It  is  unclear  how  much  payment  variability  is 
appropriate,  however.  To  the  extent  that  high  rates 
are  caused  by  inefficient  practice  patterns  and  low 
rates  reflect  underservice,  bringing  the  payment 
rates  closer  to  the  average  may  be  desirable.  But 
other  factors — among  them  differences  in  health 
status  not  captured  by  risk  adjustment  tools,  input 
prices,  or  market  conditions — also  contribute  to 
payment  rate  variation. 

To  be  a  prudent  buyer  of  health  services,  Medi- 
care should  evaluate  the  adequacy  and  appropriate- 
ness of  its  capitation  rates.  It  should  develop  meth- 
ods for  assessing  the  base  payment  rates  and  decide 
how  to  adjust  them  in  response  to  changes  in  local 
market  conditions.  Such  evaluation  and  adjustment 
methods  are  equally  important  for  payment  rates 
determined  in  other  ways,  since  currently  envi- 
sioned approaches  like  competitive  bidding  and 
negotiation  cannot  guarantee  appropriate  payment 
rates. 

Recommendation  39:  Updating  Capitation 
Rates 

Medicare  should  use  a  national  update 
framework  rather  than  fee-for-service 
spending  increases  to  determine  the  annual 
changes  in  risk  plan  payment  rates. 

Medicare  uses  the  projected  increase  in  fee-for- 
service  program  spending  as  the  basis  for  updating 


the  amounts  it  pays  to  risk  plans.  Such  an  approach 
is  no  longer  appropriate  for  several  reasons.  One  is 
that,  when  risk  plans  can  keep  their  cost  increases 
below  those  in  the  fee-for-service  program,  Medi- 
care has  no  way  to  share  in  these  savings.  Another 
is  that  capitation  rate  increases  based  on  fee-for- 
service  spending  have  been  highly  volatile  in  some 
counties.  This  has  been  a  particular  problem  in 
counties  with  few  Medicare  beneficiaries.  Volatile 
rates  not  only  make  it  difficult  for  plans  to  offer  a 
consistent  benefit  package  from  year  to  year,  but 
also  may  make  certain  areas  unattractive  to  HMOs. 

Yet  a  third  reason  is  that,  in  counties  where 
Medicare  beneficiaries  are  enrolled  in  risk  plans, 
the  payment  rates  and  updates  may  be  biased  from 
risk  selection  effects.  In  these  counties,  spending 
increases  reflect  the  pattern  of  health  service  use  by 
a  high-risk  fee-for-service  population,  rather  than 
that  of  average  beneficiaries. 

The  Commission  supports  annual  updates  to  cap- 
itation rates  based  on  a  framework  that  considers 
factors  affecting  plans'  costs.  This  framework 
could  be  structured  to  reflect  economic  indicators 
like  inflation  and  general  productivity  growth.  It 
also  could  account  for  regional  differences  and  fac- 
tors affecting  industry  performance,  such  as  risk 
selection,  efficiency,  and  the  adoption  of  new  tech- 
nology. 

Recommendation  40:  Evaluating  Alternative 
Methods  for  Determining  Capitation  Rates 

I 

The  Medicare  program  should  continue  to  | 
evaluate  other  methods  for  determining 
payment  rates,  including  competitive  bid- 
ding and  negotiation  between  the  program 
and  risk  plans. 

The  Commission  supports  the  Secretary's  efforts 
to  identify  alternate  ways  of  setting  and  updating 
capitation  rates.  HCFA's  Competitive  Pricing  4 
Demonstration  will  evaluate  the  feasibility  and  desir- 
ability of  competitive  bidding.  Under  the  proposed  f 
design,  all  qualified  HMOs  that  want  to  offer  (or  f 
continue  to  offer)  a  risk  plan  in  the  demonstration 
area  must  participate  in  this  demonstration.  Plans 
will  offer  bids  on  a  standard  benefit  package.  HCFA 
will  use  the  bids  to  establish  a  uniform,  risk-adjusted 
government  contribution  toward  the  purchase  of  cov- 
erage from  any  of  the  participating  plans. 
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Medicare  should  pursue  other  ways  to  establish  its 
capitation  payments  as  well.  The  Secretary  should 
consider  using  a  third  party,  such  as  a  group  pur- 
chasing entity,  to  negotiate  with  plans  on  Medicare's 
behalf.  Employer  purchasing  groups  like  the  Pacific 
Business  Group  on  Health  and  some  state  Medicaid 
agencies  have  used  a  bidding  and  negotiation  pro- 
cess to  establish  the  premiums  they  will  pay  plans. 
This  approach  has  also  allowed  these  purchasers  to 
specify  their  requirements  for  quality  and  benefits. 

Innovations  designed  to  lower  payments  to  plans 
possibly  will  mean  fewer  additional  benefits  for  risk 
plan  enrollees.  Consequently,  these  plans  may  be  less 
attractive  to  beneficiaries,  and  Medicare  might  see  a 
falloff  in  risk  enrollment.  In  addition,  some  beneficia- 
ries who  remain  in  risk  plans  will  have  to  pay  out  of 
pocket  for  services  the  plans  would  have  covered 
with  higher  Medicare  capitation  rates.  If  Medicare 
succeeds  in  lowering  payments  to  plans,  the  Secre- 
tary should  consider  policies  that  would  enable  the 
program  to  share  the  savings  with  beneficiaries. 

RISK  PLAN  INFORMATION 

The  Medicare  program  has  a  responsibility  to 
ensure  the  appropriateness  of  its  risk  plan  capitation 
rates,  the  quality  of  care  delivered  by  plans,  and  the 
ability  of  beneficiaries  to  make  informed  choices  about 
this  managed  care  option.  To  fulfill  these  responsibili- 
ties, the  program  should  have  plan-level  data  on  costs 
and  utilization,  along  with  plan  coverage  and  benefit 
policies.  The  Commission  is  offering  three  recommen- 
dations to  improve  the  information  used  by  Medicare 
to  evaluate  and  adjust  its  risk  contracting  program  and 
by  beneficiaries  to  make  enrollment  decisions. 

Information  from  Risk  Plans 

Efforts  to  improve  the  capitation  rates  and  to 
ensure  quality  care  will  require  data  on  risk  plans' 
costs  and  Medicare  enrollees'  service  use.  Current 
plan  reporting  requirements  are  inadequate  to  meet 
the  needs  of  an  expanding  and  maturing  Medicare 
risk  contracting  program.  Estimates  of  the  costs  of 
services  used  by  risk  plan  enrollees  should  be  avail- 
able to  inform  policy  decisions  regarding  capitation 
base  rates  and  updates.  In  addition,  utilization  and 
outcomes  data  are  necessary  for  quality  assurance 
and  enforcement.  The  Commission  is  aware  of  the 
potential  burden  of  additional  reporting  requirements. 
It  believes,  therefore,  that  the  value  of  these  data 
should  be  carefully  assessed  in  light  of  their  costs. 


Recommendation  41:  Data  to  Improve  Plan 
Payments 

The  Secretary  should  require  risk  plans  to 
provide  information  on  the  costs  of  furnish- 
ing services  to  Medicare  enrollees.  These 
data  are  necessary  to  determine  the  appro- 
priateness of  payment  rates  and  improve 
Medicare  payment  methods. 

As  part  of  the  application  process,  HMOs  submit 
information  on  their  general  finances  to  document 
that  they  are  solvent  and  can  manage  the  risk  of 
capitation  payments.  Participating  HMOs  also 
annually  prepare  ACR  proposals.  As  described  ear- 
lier, these  proposals  project  plans'  spending  based 
on  estimated  costs  of  providing  Medicare-covered 
services  to  their  non-Medicare  population.  The 
spending  is  then  adjusted  for  higher  usage  rates. 
Medicare  does  not  require  plans  to  report  their 
actual  financial  performance  under  the  risk  con- 
tracting program.  Thus,  the  program  has  no  basis  to 
judge  whether  plan  projections  reflect  actual  costs. 
This  information  is  needed  to  evaluate  the  appro- 
priateness of  plan  payment  increases  and  the  rela- 
tionship between  payments  and  the  costs  of  care. 

Financial  performance  data  would  be  valuable  to 
the  Medicare  program  in  at  least  two  other  ways. 
Cost  data  would  permit  Medicare  to  assess  whether 
plans  were  returning  appropriate  amounts  of  pay- 
ments to  beneficiaries  in  the  form  of  additional 
benefits.  Further,  the  information  could  be  used  to 
explore  alternative  bases  for  Medicare  payments. 

The  Commission  does  not  intend  for  plans  to 
submit  a  complex  and  expensive  documentation  of 
costs.  The  desired  information  could  be  obtained 
through  a  process  similar  to  the  one  used  to  prepare 
the  ACR  proposal. 

Recommendation  42:  Evaluating  Plan  Quality 
of  Care 

The  Commission  supports  the  Secretary's 
efforts  to  evaluate  Medicare  risk  plans 
through  the  use  of  the  Health  Plan  Employ- 
er Data  and  Information  Set  and  satisfac- 
tion surveys.  The  Secretary  should,  in  coop- 
eration with  the  appropriate  organizations, 
continue  to  adapt  and  improve  measure- 
ment tools  to  evaluate  plan  performance. 
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The  Medicare  program  has  always  had  safe- 
guards in  place  to  ensure  that  HMOs  can  provide 
services  and  maintain  quality  of  care.  To  qualify 
for  Medicare's  risk  contracting  program,  HMOs 
must  demonstrate  sufficient  operating  experience 
and  capability  to  furnish  the  full  range  of  services 
available  to  fee-for-service  Medicare  enrollees  in 
the  area.  Participating  HMOs  must  also  have 
quality  assurance  programs  and  enroll  a  mini- 
mum share  of  non-Medicare,  non-Medicaid  plan 
members. 

HCFA  is  improving  on  these  quality  assurance 
requirements  by  working  with  several  organiza- 
tions to  develop  better  measurement  and  report- 
ing requirements.  Beginning  in  1997,  the  agency 
is  requiring  plans  to  report  Health  Plan  Employ- 
er Data  and  Information  Set  (or  HEDIS)  mea- 
sures. Additionally,  in  cooperation  with  the 
Agency  for  Health  Care  Policy  and  Research, 
HCFA  is  planning  to  survey  risk  plan  enrollees 
on  their  satisfaction  with  various  aspects  of  their 
plan. 

The  Commission  supports  these  efforts  to  use  the 
best  available  methods  to  determine  whether  risk 
plans  are  serving  beneficiaries  adequately.  Medi- 
care should  continue  to  work  with  beneficiary 
groups,  advocates,  and  leading  research  organiza- 
tions to  determine  which  measures  and  data  risk 
plans  should  report. 

Information  for  Beneficiaries 

Most  beneficiaries  have  the  option  of  enrolling  in  a 
risk  plan.  Often,  they  are  able  to  choose  among  com- 
peting plans.  To  date,  Medicare  program  information 
about  the  risk  option  has  been  general  and  provided 
only  to  new  beneficiaries  or  to  those  who  request  it. 
More  information  is  supplied  by  the  plans  them- 
selves, through  advertising  and  other  marketing  activ- 
ities. Although  some  private  organizations  have 
developed  expertise  in  helping  beneficiaries  decide 
whether  they  should  enroll  in  a  risk  plan  and  which 
plan  best  meets  their  needs,  these  entities  have  had  a 
limited  reach.  Thus,  most  beneficiaries  have  not  had 
synthesized,  objective  information  to  help  them 
weigh  the  trade-offs  between  remaining  in  the  fee- 
for-service  program  and  joining  a  risk  plan.  Nor  have 
they  been  able  to  compare  the  various  risk  plans. 


Recognizing  this  shortcoming,  HCFA  is  launch- 
ing many  initiatives  in  1997  to  improve  the  infor- 
mation potential  enrollees  can  use  in  deciding 
whether  to  join  a  risk  plan.  It  is  developing  a  series 
of  charts  that  compare  plan  benefits,  quality  indica- 
tors, and  satisfaction  scores.  HCFA  is  also  planning 
to  test  the  use  of  an  independent  third-party  enroll- 
ment broker  to  distribute  information  and  process 
enrollments.  The  agency  will  continue  to  review 
plan  marketing  materials  and  has  issued  standards 
on  the  terms  and  language  that  can  be  used  in  these 
publications.  In  addition,  HCFA  is  studying  the 
kinds  of  information  beneficiaries  want  and  need, 
and  the  best  ways  to  present  it. 

Recommendation  43:  Improving  Information 
for  Beneficiary  Choice 

The  Commission  supports  the  Secretary's 
efforts  to  improve  beneficiary  information 
about  managed  care  options.  All  beneficia- 
ries should  receive  quality  and  satisfaction 
data  for  risk  plans  and  the  fee-for-service 
option  to  help  them  decide  about  enrolling 
in  a  risk  plan.  Cost  and  benefit  definitions 
should  be  standardized  so  that  beneficiaries 
can  better  compare  plans.  Additionally,  the 
Secretary  should  periodically  assess 
whether  such  information  could  be 
improved. 

HCFA  has  taken  important  steps  to  improve  the 
information  it  gives  beneficiaries  about  Medicare 
managed  care  choices.  The  agency  should  continue 
to  evaluate  if  this  information  is  clear  and  helps 
beneficiaries  decide  whether  to  choose  a  risk  plan 
and  which  risk  plan  to  join.  To  accomplish  this 
goal,  Medicare  should  consult  with  industry,  bene- 
ficiaries, and  consumer  advocates. 

As  beneficiaries  make  their  decisions,  they  first 
should  be  able  to  compare  risk  plans  with  the  fee- 
for-service  option.  Medicare  should  collect  and 
report  quality  of  care  information  for  beneficiaries 
in  the  fee-for-service  option  when  it  is  possible  to 
do  so.  In  addition,  it  should  standardize  the  defini- 
tion of  the  terms  used  to  describe  out-of-pocket 
spending  requirements,  benefits,  and  coverage  so 
that  beneficiaries  can  evaluate  the  products  and 
choose  among  plans. 
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Notes  to  Chapter  3 


1.  To  enroll  in  a  risk  plan,  a  beneficiary  must  be 
entitled  to  Part  A  coverage  and  enrolled  in  Part 
B.  Beneficiaries  eligible  for  Medicare  because 
of  end-stage  renal  disease  (unless  they  already 
belonged  to  an  HMO  with  a  risk  contract  when 
they  became  Medicare-eligible)  or  who  elected 
hospice  care  are  not  permitted  to  join  a  risk 
plan.  Some  beneficiaries  live  in  areas  not 
served  by  any  risk  plans. 

2.  Beneficiaries  also  can  enroll  in  plans  that  are 
not  at  financial  risk  for  the  cost  of  their  care. 
These  options  are  health  care  prepayment 
plans,  which  are  paid  based  on  the  cost  of  pro- 
viding certain  ambulatory  services,  and  cost- 
contracting  plans,  which  cover  all  Medicare 
services.  To  test  other  managed  care  models 
Medicare  also  is  conducting  a  number  of 
demonstration  programs.  About  18  percent  of 
Medicare  managed  care  enrollees  had  chosen 
either  a  cost-contracting  or  demonstration  plan 
as  of  May  1996. 

3.  Plans  may  also  charge  beneficiaries  a  premium 
for  the  average  amount  of  beneficiary  cost  shar- 
ing expected  in  the  fee-for-service  program. 


4.  Jerrold  Hill  and  others,  The  Impact  of  the  Medi- 
care Risk  Program  on  the  Use  of  Sen'ices  and 
Costs  to  Medicare,  Health  Care  Financing 
Administration  Contract  500-88-0006,  Decem- 
ber 3,  1992;  Physician  Payment  Review  Com- 
mission, Annual  Report  to  Congress  1996, 
March  1996;  Gerald  Riley  and  others,  "Health 
Status  of  Medicare  Enrollees  in  HMOs  and 
Fee-for-Service  in  1994,"  Health  Care  Financ- 
ing Review  17(4):65-76,  Summer  1996. 

5.  Gerald  Riley  and  others,  "Health  Status  of 
Medicare  Enrollees." 

6.  Randall  Ellis  and  others,  "Diagnosis-Based 
Risk  Adjustment  for  Medicare  Capitation 
Payments,"  Health  Care  Financing  Review 
17(3):  101  -28,  Spring  1996;  Jonathan  P.  Wein- 
er  and  others,  "Risk-Adjusted  Medicare  Capi- 
tation Rates  Using  Ambulatory  and  Inpatient 
Diagnoses,"  Health  Care  Financing  Review 
17(3):77-99,  Spring  1996. 

7.  Prospective  Payment  Assessment  Commission, 
Medicare  Per  Capita  Expenditures  and  Costs, 
Intramural  Technical  Report  1-96-01,  June  1996. 


Appendixes 


Appendix  A.  Background  Material  and  Analyses 


Appendix  A  provides  background  material  and 
analyses  to  support  some  of  the  Prospective  Pay- 
ment Assessment  Commission's  (ProPAC's)  rec- 
ommendations in  this  report.  It  includes  technical 
materials  on  the  individual  components  of  the 
prospective  payment  system  (PPS)  operating 
update  framework:  the  PPS  hospital  market  basket 
index,  scientific  and  technological  advances 


(S&TA),  productivity  improvement  and  service 
change,  and  case-mix  change.  The  update  for  pay- 
ments to  dialysis  facilities  is  also  discussed.  Fur- 
ther analyses  supporting  Commission  decision 
making  are  available  in  ProPAC's  Technical 
Report  Series.  These  reports,  which  can  be 
obtained  by  contacting  the  Commission,  are 
abstracted  in  Appendix  D. 
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OPERATING  UPDATE  FOR  PPS 
HOSPITALS 

The  Prospective  Payment  Assessment  Commis- 
sion annually  recommends  an  update  to  the  operat- 
ing payment  rates  under  Medicare's  prospective 
payment  system.  The  Commission's  recommenda- 
tion is  based  on  an  analytic  framework  that  consid- 
ers anticipated  inflation  in  the  prices  of  goods  and 
services  hospitals  use  to  furnish  inpatient  care  to 
Medicare  beneficiaries,  adjusted  for  expected 
changes  in  the  mix  of  resources  used  and  the  types 
of  patients  treated.  The  recommendation  thus  com- 
bines objective  data  and  the  Commission's  collec- 
tive judgment  about  the  impact  of  factors  that  likely 
will  affect  hospital  costs  in  the  forthcoming  year. 
The  fiscal  year  1998  PPS  operating  update  recom- 
mendation is  ProPAC's  thirteenth. 

The  Commission's  operating  update  recommen- 
dations have  always  been  below  the  forecasted 


increase  in  the  prices  hospitals  face,  averaging  1.5 
percentage  points  less  (see  Table  A-l).  The  updates 
actually  implemented  generally  have  been  lower 
still.  The  annual  increase  in  per  case  payments, 
however,  has  always  been  substantially  higher  than 
the  update  to  payments.  This  is  because  payments 
rise  as  the  mix  of  hospital  patients,  as  measured  by 
the  case-mix  index  (CMI),  becomes  more  costly. 
Medicare  policy  changes  have  also  boosted  per 
case  payments  in  some  years. 

ProPAC's  analytic  framework  consists  of  four 
major  components.  The  first  is  a  forecast  of  hospi- 
tal input  price  increases,  as  measured  by  the  PPS 
hospital  market  basket  index.  The  second  is  an 
allowance  for  the  cost-increasing  effects  of  scientif- 
ic and  technological  advances.  The  third  is  an 
adjustment  for  productivity  improvement  and  ser- 
vice change.  The  final  component  reflects  the  effect 
of  case-mix  change.  Each  of  these  is  discussed 
below. 


Table  A-1.  Comparison  of  Increases  in  Hospital  Market  Basket,  Average  PPS  Updates,  and  PPS 
Payments  Per  Case,  Fiscal  Years  1984-1997  (In  Percent) 


Forecasted 

Actual 

PPS  Update 

Increase  in 

Increase  in  PPS 

Increase  in  PPS 

ProPAC's 

HCFA's 

PPS  Payments 

Fiscal  Year 

Market  Baskef 

Market  Basket 

Recommendation" 

Recommendation 

Actual 

Per  Casec 

1984 

4.9% 

4.9% 

4.7% 

4.7% 

18.5% 

1985 

4.0 

3.9 

4.5 

4.5 

10.5 

1986 

4.3 

3.9 

1.5% 

0.0 

0.5 

3.2 

1987 

3.7 

3  5 

1.7 

0.5 

1.2 

5.4 

1988 

4.7 

4.7 

2.3 

0.8 

1.5 

6.0 

1989 

5.4 

5.5 

4.2 

2.7 

3.3 

6  6 

1990 

5.5 

4.6 

4.1 

4.0 

AT 

6.5 

1991 

5.2 

4.3 

4.7 

3.7 

3  4 

6.0 

1992 

4.4 

3.1 

3.0 

3.0 

3.0 

5.2 

1993 

4.1 

3.0 

2.8 

2.7 

2.7 

3.9 

1994 

4.3 

2.5 

3.6 

2.6d 

2.0 

3.5 

1995 

3.6 

3.0 

2.6 

2  0 

2.0 

4.1 

1996 

3.5 

2.7 

1.7 

1.5 

1.5 

3  4 

1997 

2.5 

1.0 

1.0 

2.0 

3.9 

Based  on  data  available  wtien  final  PPS  rule  was  issued. 


°  Based  on  ProPAC's  annual  Report  and  Recommendations  to  the  Congress  and  market  basket  forecast  when  final  PPS  rule  was  issued. 

f  Increases  for  1984  through  1995  are  based  on  Medicare  Cost  Report  data,  which  correspond  to  hospital  cost  reporting  periods,  rather  than  Federal  fiscal  years; 

those  for  1996  and  1997  are  based  on  PPS  update  and  estimated  case-mix  index  increases. 
"  Annual  update  based  on  the  Health  Care  Financing  Administration's  recommendation  that  rates  be  frozen  at  the  1993  level  through  January  1,  1994. 
*  Actual  update  for  fiscal  year  1990  adjusted  to  reflect  1.22  percent  across-the-board  reduction  in  diagnosis-related  group  weights. 
SOURCE:  ProPAC 
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.MARKET  BASKET  INDEX 

The  PPS  hospital  market  basket  index  measures 
the  prices  of  the  goods  and  serv  ices  hospitals  use  in 
providing  inpatient  care.  As  hospital  input  prices 
increase,  the  costs  of  delivering  the  same  care  in 
the  same  way  rise  proportionately.  The  projected 
change  in  the  market  basket  index  is  thus  an  inte- 
gral component  of  the  Commission's  PPS  update 
recommendation. 


The  market  basket  consists  of  26  components 
reflecting  the  full  range  of  goods  and  services  that 
hospitals  purchase  (see  Table  A-2).  Capital  goods, 
such  as  buildings  and  equipment,  are  excluded 
from  the  market  basket  because  Medicare  pays  hos- 
pitals separately  for  capital-related  costs.  Each 
component's  weight  reflects  its  share  of  total  hospi- 
tal operating  expenses.  Because  data  on  actual 
price  changes  for  individual  goods  and  services 
generally  are  not  available,  the  price  change  for 


Table  A-2.  Fiscal  Year  1998  PPS  Hospital  Market  Basket  Expense  Categories,  Weights,  Price  Proxies, 
and  Forecasts  (In  Percent) 


Expense  Category 


Fiscal  Year 
1992  Weights 


Price  Proxy 


Fiscal  Year 
1998  Forecast 


Wages  and  salaries 
Employee  benefits 
Professional  fees 


50.24%       HCFA  occupational  wage  index 

11.15  HCFA  occupational  benefit  index 

2.13  ECI,  compensation  for  professional  specialty  and 

technical  workers 


3.3% 
3.2 

3.3 


Utilities  2.47 

Fuel,  oil,  and  gasoline  0.35 

Electricity  1 .35 

Natural  gas  0.67 

Water  and  sewage  0.1 1 

Professional  liability  insurance  1.19 

All  other  32.83 

All  other  products  24.03 

Pharmaceutical  4.16 

Food:  direct  purchase  2.36 

Food:  contract  service  1.10 

Chemicals  and  cleaners  3.80 
Surgical  and  medical  instruments  3.13 

Photographic  supplies  0.40 

Rubber  and  plastics  4.87 

Paper  products  2.06 

Apparel  0.88 

Machinery  and  equipment  0.21 

Miscellaneous  products  1 .07 

All  other  services  8.79 

Business  services  3.82 

Computer  and  data  processing  1.93 

Transportation  and  shipping  0.19 

Telephone  0.53 

Postage  0.27 

All  other  services:  labor  1.71 

All  other  services:  nonlabor  0.34 

Total  100.00 


PPI,  refined  petroleum  products 
PPI,  commercial  electric  power 
PPI,  commercial  natural  gas 
CPI,  water  and  sewage  maintenance 

HCFA  professional  liability  insurance  premium  index 


PPI,  ethical  (prescription)  drugs 

PPI,  processed  foods  and  feeds 

CPI,  food  away  from  home 

PPI,  industrial  chemicals 

PPI,  medical  instruments  and  equipment 

PPI,  photographic  supplies 

PPI,  rubber  and  plastics 

PPI,  converted  paper  and  paperboard  products 

PPI,  apparel 

PPI,  machinery  and  equipment 
PPI,  finished  goods 


ECI,  compensation  for  private  workers  in  business  services 
AHE,  computer  and  data  processing  services 
CPI,  transportation 
CPI,  telephone  services 
CPI,  postage 

ECI,  compensation  for  private  services  occupations 
CPI,  all  items 


-0.1 
-5.8 
0.3 
0.6 
6.2 

-0.4 

2.0 
1.4 
2.5 
0.3 
4.1 
0.6 
1.7 
-0.2 
0.3 
2.8 
1.8 
1.8 
1.1 

3.7 
3.7 
4.0 
4  1 
2.1 
8.1 
3.1 
2.8 

2.8 


Note:  Weights  may  not  sum  to  100  percent  due  to  rounding.  Forecasts  were  prepared  in  December  1996.  AHE  =  average  hourly  earnings,  CPI  =  consumer 

pnce  index  for  urban  consumers,  ECI  =  employment  cost  index,  PPI  =  producer  price  index. 
SOURCE:  Health  Care  Financing  Administration,  Office  of  the  Actuary,  and  DRI/McGraw-Hill,  Inc. 
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each  component  of  the  market  basket  is  measured 
by  a  proxy  based  on  price  indexes  developed  and 
maintained  by  the  Bureau  of  Labor  Statistics. 

The  weights  assigned  to  each  component  of  the 
market  basket  are  revised  periodically.  This  rebas- 
ing  most  recently  occurred  prior  to  fiscal  year 
1997,  with  each  component's  weight  revised  to 
reflect  spending  shares  in  1992,  rather  than  1987  as 
in  the  previous  market  basket.  The  Health  Care 
Financing  Administration  (HCFA)  also  changed 
some  of  the  price  proxies  it  uses,  but  these  changes 
were  relatively  minor. 

Employee  wages  and  salaries  account  for  about 
half  the  total  weight  in  the  market  basket.  Price 
changes  for  this  component  are  measured  by 
HCFA's  occupational  wage  index.  This  index  is  a 
composite  of  10  different  wage  rate  proxies  that  are 
combined  to  represent  nine  different  employee  cat- 
egories, each  of  which  is  weighted  to  reflect  its 
share  of  hospital  labor  costs.  The  proxies  come 
from  the  Department  of  Labor's  employment  cost 
index,  which  measures  the  change  in  employee 
wage  rates  per  hour  worked.  One  of  these  proxies 
is  an  index  that  measures  changes  in  hospital  work- 
er wages.  The  other  nine  reflect  economywide 
wages  for  types  of  workers  comparable  to  those 
hospitals  employ.  The  price  change  for  benefits,  the 
second  largest  market  basket  component,  is  mea- 
sured similarly. 

The  24  other  components  together  make  up 
about  39  percent  of  the  total  market  basket.  The 
largest  of  these  components  represents  particular 
types  of  products,  such  as  rubber  and  plastic  goods, 
pharmaceuticals,  chemicals  and  cleaners,  and  surgi- 
cal and  medical  instruments.  The  price  changes  for 
most  of  these  products  are  measured  using  different 
producer  price  indexes,  which  reflect  price  changes 
for  goods  sold  in  nonretail  markets.  Another  impor- 
tant set  of  components  is  services,  the  largest  being 
business  and  computer-related  services. 

Fiscal  Year  1998  PPS  Hospital 
Market  Basket  Forecast 

The  update  for  the  coming  year  is  based  on  a 
forecast  of  the  increase  in  the  market  basket  index. 
DRI/McGraw-Hill  develops  the  forecasts  for  HCFA 
using  complex  statistical  models  that  project  the 


expected  change  for  each  of  the  26  market  basket 
components.  The  forecasts  are  revised  quarterly, 
and  ProPAC  generally  uses  the  December  estimate 
in  its  March  update  recommendation.  When  imple- 
menting the  update,  HCFA  uses  the  June  estimate, 
which  is  the  most  recent  available  before  the  start 
of  the  new  fiscal  year.  Market  basket  forecasts  for  a 
given  year  often  change  somewhat  from  one  quar- 
ter to  the  next  because  of  the  availability  of  more 
recent  data  on  price  trends  and  economic  condi- 
tions. 

The  most  recent  forecast  of  the  PPS  hospital 
market  basket  increase  for  fiscal  year  1998  is  2.8 
percent.  The  prices  of  many  market  basket  compo- 
nents are  expected  to  rise  faster  than  that,  however. 
Employee  wages,  the  largest  component,  are  fore- 
casted to  increase  by  3.3  percent.  Similarly,  busi- 
ness and  computer  services  are  projected  to  grow 
by  3.7  percent  and  4.0  percent,  respectively.  The 
prices  for  a  number  of  other  items  are  actually 
expected  to  fall.  Utility  prices  are  anticipated  to 
decline  by  0.1  percent  and  professional  liability 
insurance  is  forecasted  to  drop  by  0.4  percent.  The 
market  basket  forecast  used  for  this  report  was 
made  in  December  1996;  it  is  likely  to  change 
when  later  data  are  available. 

Adjustment  for  Difference  Between 
HCFA  and  ProPAC  Market  Baskets 

The  Commission  and  HCFA  disagree  on  how  the 
PPS  hospital  market  basket  should  be  constructed. 
Specifically,  ProPAC's  market  basket  gives  greater 
weight  to  the  measure  of  hospital  industry  wages 
relative  to  the  economywide  measures  in  determin- 
ing the  wage  and  benefit  components.  The  hospital 
industry  measure  makes  up  50  percent  of  the  wage 
and  benefit  components  in  ProPAC's  version,  com- 
pared with  about  33  percent  in  HCFA's  version.'  In 
addition,  there  are  some  technical  differences  in 
how  the  various  wage  and  benefit  proxies  are  com- 
bined that  can  affect  the  estimated  increase  in  aver- 
age labor  compensation. 

Because  of  these  differences,  the  forecasted 
increases  in  ProPAC's  and  HCFA's  market  baskets 
can  diverge.  HCFA's  version,  however,  is  the  one 
used  to  set  the  annual  updates.  The  Commission's 
update  framework  therefore  is  based  on  HCFA's 
construction  of  the  market  basket,  but  includes  an 
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adjustment  for  discrepancies  between  the  two  fore- 
casts. For  fiscal  year  1998.  the  forecasted  increase 
in  both  market  basket  indexes  is  2.8  percent.  Con- 
sequently, the  adjustment  is  zero,  but  the  factor  is 
still  included  in  the  framework  to  recognize  the 
conceptual  difference  and  to  indicate  that  any 
future  divergence  in  forecasts  will  be  reflected  in 
the  Commission's  update  recommendation. 

Correction  for  Fiscal  Year 
1996  Forecast  Error 

There  may  be  sizable  differences  between  the 
forecasted  increase  in  the  market  basket  index  and 
actual  input  price  inflation  in  any  given  year.  Fore- 
casting is  not  an  exact  science,  and  there  can  be 
significant  errors  when  trends  do  not  follow  histori- 
cal patterns.  Unanticipated  price  fluctuations  in  one 
or  two  components  of  the  market  basket  can  also 
cause  forecast  errors. 

Substantial  discrepancies  between  forecasted  and 
actual  increases  in  the  market  basket  index  can  result 
in  large  overpayments  or  underpayments  to  hospitals 
under  PPS.  For  example,  the  PPS  operating  update  in 
fiscal  year  1994  was  based  on  a  forecasted  increase 
of  4.3  percent,  while  the  actual  rise  was  only  2.5  per- 
cent. Hospitals  thus  received  an  update  that  was  1.8 
percentage  points  higher  than  justified  by  the 
increase  in  the  prices  of  the  goods  and  services  they 
use.  This  equaled  about  SI  billion  in  payments. 

In  developing  its  update  recommendation,  the 
Commission  makes  an  adjustment  to  reflect  sub- 
stantial forecast  errors  (that  is,  errors  of  0.25  per- 


centage points  or  more).  This  adjustment  is 
intended  to  remove  the  effects  of  these  errors  from 
future  PPS  payments.  The  forecast  error  is  deter- 
mined at  the  end  of  each  year,  using  data  on  the 
actual  increase  in  the  market  basket  index  for  that 
year.  Because  of  the  timing  of  these  data,  there  is  a 
two-year  lag  in  the  correction  for  market  basket 
forecast  errors.  The  Commission's  fiscal  year  1998 
update  recommendation  therefore  includes  a  cor- 
rection factor  for  the  error  in  the  fiscal  year  1996 
market  basket  forecast. 

The  forecasted  market  basket  increase  used  to 
calculate  the  update  factor  for  the  fiscal  year  1996 
PPS  payment  rates  was  3.5  percent.  The  actual 
increase  in  the  fiscal  year  1996  market  basket, 
however,  was  only  2.7  percent.  To  account  for  this 
discrepancy,  ProPAC's  1998  update  recommenda- 
tion includes  a  market  basket  forecast  error  correc- 
tion factor  of  -0.8  percentage  points. 

The  largest  contributor  to  the  fiscal  year  1996 
forecast  error  was  chemical  prices,  which  were  pro- 
jected to  increase  by  6.5  percent  but  actually 
declined  by  1 . 1  percent.  Another  major  contributor 
to  the  error  was  lower-than-anticipated  growth  in 
the  hospital  worker  and  service  worker  wage  prox- 
ies. Lower-than-forecasted  growth  in  benefits  and 
the  price  of  paper  products  also  contributed  to  the 
error.  This  is  the  seventh  consecutive  year  that  there 
has  been  a  significant  negative  forecast  error.  How- 
ever, given  the  recent  trend  toward  lower  actual  and 
projected  hospital  input  price  inflation,  negative 
forecast  errors  may  not  continue  over  the  next  few 
years. 
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SCIENTIFIC  AND  TECHNOLOGICAL 
ADVANCES 

Innovations  in  health  care  technology  affect  the 
cost  of  treating  Medicare  inpatients.  The  effects  of 
these  advances  are  reflected  in  two  components  of 
ProPAC's  update  framework:  the  scientific  and 
technological  advances  allowance  and  the  produc- 
tivity adjustment.  The  S&TA  allowance,  an 
upward  adjustment  to  the  update,  reflects  the 
Commission's  judgment  on  the  level  of  financing 
required  for  advances  that  improve  the  quality  of 
care  for  beneficiaries,  but  are  more  expensive. 
Because  other  technological  innovations  reduce 
costs  or  improve  efficiency,  hospitals  have  a 
financial  incentive  to  adopt  them  to  help  meet  the 
productivity  target. 

S&TA  Estimation  Process 

Informed  by  technology-specific  analyses  con- 
ducted for  ProPAC.  the  Commission  has.  in  past 
update  recommendations,  included  S&TA  adjust- 
ments ranging  from  0.3  to  1.0  percentage  points 
(see  Table  A-3).  These  analyses  (most  recently 
conducted  for  fiscal  year  1995)  required  three 
steps.2  First,  specific  innovations  were  selected 
from  a  pool  of  candidates.  Technologies  were 
included  only  if  they  were  expected  to  increase 
hospital  inpatient  costs  substantially,  and  if  they 
enhanced  the  quality  of  patient  care.  They  also  had 

Table  A-3.  Scientific  and  Technological 
Advances  Allowances  for  PPS 
Operating  Costs,  Fiscal  Years 
1987-1997  (In  Percent) 


Fiscal  Year 

Percent  of  Total 
Medicare  Operating 
Payments  to  PPS  Hospitals 

1987 

0.7% 

1988 

0.5 

1989 

0.5 

1990 

0.3* 

1991 

0.7* 

1992 

0.7 

1993 

1.0 

1994 

1.0 

1995 

0.3 

1996 

0.3 

0.1  to  0.6 

"  The  Commission  did  not  set  explicit  allowances  for  S&TA.  but  rather  a  net 
allowance  for  S&TA  and  productivity.  The  values  represent  initial  estimates. 

SOURCE:  ProPAC. 


to  be  emerging  and  not  fully  diffused  (that  is,  used 
for  between  5  percent  and  75  percent  of  all  poten- 
tially affected  Medicare  patients).  In  the  second 
step,  estimates  of  the  per  treatment  or  per  case 
costs  associated  with  using  each  technology  were 
generated.  Finally,  these  costs  were  multiplied  by 
the  number  of  Medicare  inpatients  expected  to  use 
the  technology  in  the  upcoming  year.  The  expected 
incremental  cost  of  all  the  selected  technologies 
were  summed  and  then  expressed  as  a  percentage 
of  the  expected  total  payments  for  that  year. 

The  Commission  exercises  its  discretion  when 
using  this  estimate  to  set  the  S&TA  allowance.  It 
may,  for  example,  incorporate  other  effects  of  tech- 
nology not  measured  by  this  method  (such  as 
small-ticket  technologies).  The  Commission's 
judgment  is  also  required  because  of  the  many  fac- 
tors that  influence  the  adjustment's  accuracy.  These 
factors  may  include  the  unpredictability  of  patient 
and  physician  receptiveness  to  change,  changing 
market  conditions,  and  additional  outcome  studies 
that  alter  scientific  opinions. 

Beginning  with  fiscal  year  1996,  the  Commis- 
sion adopted  a  more  qualitative  approach  to  derive 
its  S&TA  allowance.  The  review  of  recent  hospital 
technology  developments  began  by  evaluating  the 
technologies  identified  in  previous  analyses.  Using 
studies  highlighted  in  medical  journals  and  other 
sources,  ProPAC  assessed  the  change  in  the  growth 
of  S&TA  costs  to  determine  the  appropriate  level  of 
of  the  S&TA  allowance,  compared  with  last  year's. 
For  the  1998  update,  the  Commission  supported  an 
adjustment  of  0.4  percentage  points,  believing  that 
the  incremental  cost-increasing  effect  of  technolog- 
ical advances  on  PPS  hospital  operating  costs 
would  be  relatively  small. 

Technologies  Included  in  the  Analysis  for 
Fiscal  Year  1998 

Although  medical  research  is  progressing,  the 
diffusion  of  new  technologies  appears  to  be  slow- 
ing as  hospitals  consider  their  relative  costs  and 
benefits  more  carefully.  However,  improvements  to 
existing  technologies  are  being  made  and  new 
applications  found.  In  addition,  computer  informa- 
tion systems  are  becoming  more  prevalent. 
ProPAC's  review  concentrated  on  advancements  in 
four  broad  categories  that  in  recent  years  have  been 
significant  in  the  S&TA  analysis:  cardiovascular 
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drugs,  devices,  and  techniques;  radiology,  imaging, 
and  nuclear  medicine;  biotechnology;  and  manage- 
ment information  systems.3 

Cardiovascular  Drugs,  Devices,  and  Tech- 
niques— These  technologies  relate  to  the  manage- 
ment of  cardiac  arrhythmias,  acute  myocardial 
infarctions  (AMIs  or  heart  attacks),  coronary  artery 
disease,  and  strokes,  and  are  traditionally  large  con- 
tributors to  the  S&TA.  Coronary  stenting  (the 
implantation  of  an  expandable  mesh  stainless  steel 
tube  into  a  coronary  artery)  for  treatment  of  heart 
attacks  is  more  frequently  performed,  while  the  use 
of  percutaneous  transluminal  coronary  angioplasty 
alone  (balloon  angioplasty  without  a  stent)  has  lev- 
eled off.4  The  stenting  procedure  is  being  refined 
with  various  anticoagulation  regimes  and  new  stent 
designs.  The  monoclonal  antibody  c7E3,  or  abcix- 
imab,  has  reduced  the  rate  of  acute  complications 
of  coronary  angioplasty  in  high-risk  settings,  and 
clinical  indications  are  growing. 

The  Food  and  Drug  Administration  (FDA)  has 
recently  approved  several  new  drugs  and  devices  that 
provide  physicians  with  additional  treatment  options 
for  cardiovascular  conditions.  Another  agent,  recom- 
binant plasminogen  activator  (r-PA  or  reteplase), 
which  was  licensed  by  the  FDA  in  1 996,  can  be  used 
in  thrombolytic  therapy  for  the  management  of  AMIs. 
Clinical  trials  have  shown  it  to  have  a  more  rapid 
effect,  with  fewer  complications,  compared  with 
streptokinase  and  tissue-type  plasminogen  activator  (t- 
PA).5  Select  patients  also  are  receiving  t-PA  for  the 
early  treatment  of  strokes.6  Intravenous  amiodarone 
has  been  approved  for  the  treatment  of  cardiac 
arrhythmias.  Also  in  the  past  year,  the  FDA  approved 
the  use  of  an  implantable  defibrillator  for  AMI  and 
arrhythmia  patients  who  would  not  have  been  treated 
previously,  along  with  a  dual-chamber  pacemaker  that 
senses  and  adjusts  for  physical  activity. 

Intravascular  ultrasound  imaging,  included  in 
the  fiscal  year  1996  S&TA  discussion,  continues 
to  be  studied  as  a  tool  for  the  treatment  of  coro- 
nary atherosclerosis.  Other  promising  imaging 
technologies  are  ultrafast  computerized  tomogra- 
phy, which  allows  early  diagnosis  of  artheroscle- 


rosis  by  detecting  calcium  in  coronary  arteries, 
and  magnetic  resonance  angiography. 

Radiology,  Imaging,  and  Nuclear  Medicine — 

Recent  developments  in  radiology,  imaging,  and 
nuclear  medicine  are  based  mostly  on  further  appli- 
cations and  improvements  of  existing  technologies. 
These  tools  include  magnetic  resonance  imaging 
(MRI),  single  photon  emission  computerized 
tomography,  computerized  axial  tomography,  ultra- 
sound, stereotactic  surgery,  and  radionuclides.  As  a 
result,  this  group  of  technologies  is  not  likely  to 
contribute  to  S&TA  costs  as  substantially  as  it  did 
in  the  past. 

The  growth  of  image-guided  therapy  and  digital 
electronic  radiology  may  increase  S&TA  costs. 
Image-guided  therapy,  such  as  MRI-guided  biopsy, 
is  growing  because  imaging  is  especially  useful  in 
directing  treatments  for  very  small  lesions  or 
abnormalities.7 

Biotechnology — This  category  represents  genet- 
ically engineered  or  biosynthetic  products,  like 
monoclonal  antibodies.  In  1996,  the  FDA  approved 
four  new  radiolabeled  antibodies  for  diagnostic 
imaging.  One  locates  myocardial  injury,  another 
identifies  the  disease  stage  for  patients  with  small 
cell  lung  cancer,  and  the  other  two  detect  the  poten- 
tial spread  of  colon  or  prostate  cancer.8  Because  of 
their  limited  application,  these  biotechnology  prod- 
ucts will  be  relatively  small  contributors  to  the 
S&TA  adjustment. 

Management  Information  Systems — This  cate- 
gory includes  computer  systems  for  clinical  depart- 
ments (such  as  radiology),  computer  networks,  lim- 
ited computer-based  patient  record  systems,  and 
decision  support  applications  for  physicians.  These 
systems  are  likely  to  be  substantial  contributors  to 
both  the  operating  and  capital  S&TA  allowances  in 
fiscal  year  1998.  Comprehensive  systems  have  dif- 
fused slowly  because  of  their  high  costs  and  con- 
cerns about  confidentiality.  Hospitals  are  adopting 
them  more  rapidly  today,  however,  responding  to 
greater  information  needs  in  an  increasingly  com- 
petitive environment.9 
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PRODUCTIVITY  IMPROVEMENT  AND 
SERVICE  CHANGES 

The  productivity  adjustment  has  traditionally 
been  intended  to  provide  hospitals  with  a  financial 
incentive  to  improve  productivity,  either  from  using 
existing  inputs  more  efficiently  or  from  adopting 
cost-decreasing  technologies.  Each  year,  ProPAC 
sets  a  policy  target  for  the  amount  of  productivity 
improvement  it  believes  is  reasonable  to  expect 
hospitals  to  attain  in  the  coming  year.  A  negative 
adjustment  equal  to  one-half  the  expected  increase 
is  then  made  to  the  PPS  operating  and  capital 
update  recommendations.  This  reflects  the  Com- 
mission's belief  that  the  Medicare  program  and  the 
industry  should  share  equally  in  the  savings  result- 
ing from  productivity  gains. 

This  year,  ProPAC  has  broadened  the  scope  of 
the  productivity  adjustment  to  reflect  changes  in 
the  nature  of  services  hospitals  provide  during 
inpatient  stays.  The  adjustment  still  embodies  a  tar- 
get for  the  productivity  gains  the  Commission 
expects  hospitals  to  achieve  in  fiscal  year  1998,  but 
it  also  includes  an  additional  amount  for  service 
changes.  This  adjusts  for  the  difference  between 
the  set  of  services  reflected  in  the  PPS  payment 
rates  and  the  services  that  are  actually  delivered 
today  in  the  inpatient  setting. 


length  of  stay  fell  almost  2  percent  in  fiscal  year 
1991  (see  Figure  A-l).  The  decrease  accelerated  to 
nearly  3  percent  the  next  year  and  then  to  more 
than  4  percent.  In  fiscal  year  1994,  LOS  declined  6 
percent,  and  this  rate  has  continued  through  the  end 
of  fiscal  year  1996.  Over  this  six-year  period,  the 
average  stay  has  gone  from  8.4  days  to  an  estimat- 
ed 6.3  days — a  cumulative  drop  of  25  percent. 

As  PPS  stays  have  shortened,  Medicare  benefi- 
ciaries' use  of  post-acute  care  services,  provided 
mostly  by  home  health  agencies,  skilled  nursing 
facilities,  rehabilitation  facilities,  and  long-term 
care  hospitals,  has  grown  rapidly.  Home  health  vis- 
its increased  the  most — more  than  25  percent  anu- 
ally  between  1991  and  1995 — and  utilization  for  all 
of  these  provider  groups  has  risen  by  at  least  10 
percent  a  year. 

The  large  increase  in  post-acute  care  volume 
coinciding  with  the  substantial  drop  in  hospital 
LOS  has  been  cited  as  evidence  that  some  services 
formerly  provided  during  hospital  stays  have  been 
shifted  to  post-acute  settings.  At  a  minimum,  these 
services  include  dietary,  housekeeping,  and  nurs- 
ing: physical  therapy  and  other  ancillary  services 
may  be  shifted  as  well.  Follow-up  care  in  physi- 
cians' offices  and  other  ambulatory  care  settings,  as 
well  as  in  the  home  by  family  and  caregivers  paid 


This  section  summarizes  the  industrywide 
changes  that  have  affected  the  structure  of  services 
included  in  inpatient  stays,  the  effect  of  service 
changes  and  other  factors  on  the  trend  in  productiv- 
ity, and  the  Commission's  decision  regarding  the 
hospital  productivity  and  service  changes  adjust- 
ment for  fiscal  year  1998. 

Changes  in  the  Hospital  Industry 

The  environment  in  which  hospitals  operate  has 
changed  dramatically  in  recent  years.  Most  notably, 
the  rate  at  which  hospital  costs  per  case  rise  each 
year  has  dropped  from  around  9  percent  in  1985 
through  1991  to  a  new  plateau  of  only  about  2  per- 
cent beginning  in  1994. 10  One  of  the  most  impor- 
tant changes  to  occur  during  this  three-year  period 
was  a  substantial  decline  in  inpatient  lengths  of 
stay  (LOS).  While  this  trend  was  seen  in  all  patient 
groups,  the  largest  reductions  have  been  in  the 
Medicare  population.  After  five  years  in  which 
there  was  almost  no  net  change,  the  average  PPS 


Figure  A-1 .  Cumulative  Change  in  PPS 

Average  Length  of  Stay,  Fiscal 
Years  1984-1996  (In  Percent) 
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Fiscal  Year 

Note:  The  percent  changes  for  fiscal  years  1984  through  1994  are  for 
PPS  hospitals  and  PPS-covered  stays  only;  those  for  1995  and 
1996  are  based  on  patients  65  and  older  in  community  hospitals, 
which  include  PPS-excluded  rehabilitation  units. 

SOURCE:  ProPAC  analysis  of  MedPAFt  data  from  the  Health  Care 
Financing  Administration  and  data  from  the  American 
Hospital  Association  Annual  Survey  of  Hospitals- 


for  outside  of  Medicare,  may  also  have  substituted 
for  some  services  formerly  furnished  in  the  hospital. 

Besides  changes  in  setting,  technological 
advances  have  eliminated  the  need  for  some  hospi- 
tal services  altogether.  Endoscopic  surgery  and  new 
anesthetic  agents  are  examples  of  innovations  that 
allow  the  patient  to  reach  the  same  level  of  func- 
tioning in  fewer  days,  thus  shortening  the  entire 
episode  of  care.  This  has  reduced  many  patients' 
requirements  for  hospital  services,  once  again  in 
the  categories  of  room  and  board,  nursing  care,  and 
some  ancillary  services. 

Although  there  is  no  way  to  estimate  the  specific 
effects  of  these  changes,  there  traditionally  has 
been  a  strong  association  between  declines  in  LOS 
and  slower  cost  growth.  In  fact,  PPS  was  seen  from 
the  beginning  as  providing  strong  incentives  to 
reduce  costs  by  shortening  hospital  stays.  In  the 
first  year  of  PPS,  both  LOS  and  cost  growth  fell 
sharply.  Conversely,  while  length  of  stay  held 

Figure  A-2.  Change  in  PPS  Average  Length 
of  Stay  and  Alternative  Measures 
of  Costs  Per  Case,  Fiscal  Years 
1990-1996  (In  Percent) 
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1990       1991       1992       1993       1994       1995  1996 

Fiscal  Year 

-  -  •  -  •    All-payer  costs  per  adjusted  admission 
— ■ —    PPS  operating  costs  per  discharge 

—  *—      PPS  average  length  of  stay 

Note:  The  percent  changes  for  fiscal  years  1991  to  1994  are  for 

PPS  hospitals  and  PPS-covered  stays  only;  those  for  1995  and  1996 
are  based  on  patients  65  and  older  in  community  hospitals.  PPS 
operating  costs  per  discharge  are  measured  for  PPS  years,  which 
correspond  roughly  to  fiscal  years. 

SOURCE:  ProPAC  analysis  of  MedPAR  data  from  the  Health  Care 

Financing  Administration  and  data  from  the  American  Hospital 
Association  Annual  Survey  of  Hospitals. 


steady  through  fiscal  year  1990,  costs  per  case 
increased  more  than  9  percent  per  year.  As  LOS 
dropped  steadily  over  the  next  four  years,  the  annu- 
al increase  in  per  case  costs  followed  a  similar 
path — declining  sharply  until  dipping  below  zero  in 
both  1994  and  1995  (see  Figure  A-2). 

PPS  data  are  not  available  for  fiscal  year  1996, 
but  data  from  the  American  Hospital  Association 
National  Hospital  Panel  Survey  show  that  length  of 
stay  for  the  elderly  population  has  continued  to  fall 
at  the  rate  of  6  percent.  Similarly,  overall  cost 
growth  has  remained  modest — about  2  percent — 
through  1996.  These  trends  strongly  suggest  that 
the  recent  trend  in  PPS  cost  per  case  growth  will 
persist  as  well. 

Recent  Changes  and  Productivity  Growth 

Although  the  direction  of  the  trends  in  PPS 
costs  per  case  and  length  of  stay  are  the  same,  the 
decline  in  the  annual  rate  of  change  in  costs  has 
been  much  steeper.  Between  1990  and  1994,  for 
example,  the  yearly  change  in  per  case  costs 
dropped  10  percentage  points  (from  9  to  -1), 
while  the  change  in  LOS  fell  only  about  6  per- 
centage points  (from  zero  to  -6).  This  suggests 
that  factors  other  than  length  of  stay  have  helped 
tame  hospital  cost  inflation.  One  key  reason  is 
smaller  wage  hikes.  Hospital  wages  have  been  ris- 
ing more  slowly  than  those  in  the  general  econo- 
my since  1993,  after  having  increased  faster  for 
many  years  before  that.11  But  another  important 
factor  is  productivity. 

Adjusted  patient  days  per  full-time  equivalent 
employee  (FTE)  measures  labor  productivity  while 
controlling  for  the  influence  of  LOS  changes. 
Using  this  measure,  productivity  declined  by  2.0 
percent  in  1992.  But  the  annual  change  began  ris- 
ing in  1993  and  reached  0.5  percent  by  1995  (see 
Figure  A-3).  Even  this  small  improvement  mea- 
sured in  terms  of  patient  days  per  FTE  is  signifi- 
cant, given  that  most  costly  procedures  (especially 
surgery)  are  performed  toward  the  beginning  of  a 
patient's  stay.  Eliminating  days  at  the  end  of  a  stay 
tends,  all  else  equal,  to  increase  the  average  costli- 
ness of  the  remaining  days,  and  any  productivity 
improvement  achieved  is  net  of  this  effect. 

When  a  measure  of  adjusted  admissions  rather 
than  adjusted  patient  days  per  FTE  is  used,  the  effects 


so 


Figure  A-3.  Change  in  Hospital  Labor 
Productivity,  1990-1995 

(In  Percent) 

5  -i  


2- 


1990         1991         1992         1993         1994  1995 

Year 

-  -•■  -  Measured  using  admissions 
— * —    Measured  using  patient  days 

Note:  Labor  productrvity  is  measured  as  admissions  or  as  patient  days 
(both  outpatient  adjusted)  per  full-time  equivalent  employee. 

SOURCE:  American  Hospital  Association  Annual  Survey  of  Hospitals. 


of  service  changes  associated  with  length  of  stay 
reductions  are  captured  along  with  the  impact  of 
labor  productivity  gains.  This  measure  also  shows  a 
trend  of  marked  improvement  since  1992,  but  the 
growth  in  each  year  is  higher.  By  1995,  the  gain 
reached  5.0  percent,  which  is  by  far  the  largest  single 
year  increase  in  the  more  than  three  decades  data 
have  been  kept. 


During  the  1980s,  hospitals'  actual  labor  produc- 
tivity growth  always  fell  short  of  the  target  the 
Commission  had  established  a  year  earlier  in 
setting  the  productivity  adjustment.  But  since 
1990 — when  the  downward  trend  in  length  of  stay 
began — the  industry  has  exceeded  ProPAC's  stan- 
dard in  most  years.  During  the  three  years  in  which 
LOS  fell  the  most  and  per  case  cost  growth  was  the 
smallest — fiscal  years  1994.  1995,  and  1996 — the 
gap  between  actual  and  expected  productivity 
improvement  was  almost  8  percentage  points  (see 
Table  A-4). 

The  Commission's  Decision 

ProPAC  has  traditionally  based  its  productivity 
adjustment  on  the  performance  of  other  industries. 
The  improvement  in  labor  productivity  for  all  non- 
farm  industries  averaged  2.6  percent  per  year  from 
1965  through  1973,  and  1.1  percent  thereafter  through 
1993  (see  Table  A-5).12  The  gains  have  been  smaller 
in  recent  years,  averaging  0.5  percent  from  1994 
through  1996.  Because  the  Commission  believes  the 
savings  from  improving  productivity  should  be  shared 
with  hospitals,  the  adjustment  would  generally  be  set 
at  half  the  gain  acheived  in  other  industries.  Focusing 
on  the  period  since  PPS  began,  these  data  support  a 
range  of  from  -0.3  percent  to  -0.6  percent. 

This  year,  the  Commission  wanted  to  account  for 
both  the  productivity  gains  that  hospitals  can  reason- 
ably be  expected  to  achieve  in  fiscal  year  1998  and 
changes  in  the  nature  of  the  services  hospitals  fur- 
nish in  its  adjustment.  Because  the  kinds  of  service 


Table  A-4.  Cumulative  Hospital  Productivity  Growth,  Fiscal  Years  1990-1996 
(In  Percent) 

Fiscal  Years  Fiscal  Years 

Indicator  1990  to  1996  1993  to  1996 


Productivity  growth  expected  by  the  Commission  in 

developing  its  productivity  adjustments  7.0%  3.0% 

Actual  labor  productivity  growth  12.1  10.8 
Gap  between  actual  and  expected  productivity  growth               5.1  7.8 


SOURCE:  ProPAC's  annual  Report  and  Recommendations  to  the  Congress  and  the  American  Hospital  Association  Annual  Survey  of 
Hospitals. 
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Table  A-5.  Average  Annual  Growth  in  Labor 
Productivity  for  Non-Farm 
Businesses,  Fiscal  Years  1966-1996 
(In  Percent) 


Fiscal  Year 

Labor 
Productivity 
(jrowtn 

Implied 
Productivity 
Adjustment 

1    1 1  O  lul  IUUI  ■ 

1966  to  1973 

2.6% 

1 .3% 

1974  to  1983 

1.1 

0.6 

1984  to  1993 

1.1 

0.6 

Recent: 

1994 

0.3 

0.2 

1995 

0.7 

0.4 

1996 

0.5* 

0.3 

•  Seasonally  adjusted  average  of  the  first  three  quarters  of  1996. 


SOURCE:  Bureau  of  Labor  Statistics. 


changes  seen  in  the  hospital  industry  in  recent  years 
have  not  occurred  in  most  other  industries,  a  sub- 
stantially larger  adjustment  than  general  economy 
data  suggest  is  warranted.  Accordingly,  ProPAC  rec- 
ommends a  range  of  -1.0  percent  to  -3.0 
percent  for  this  component. 
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ADJUSTMENT  FOR  CASE-MIX 
CHANGE 

Under  PPS.  each  discharge  is  assigned  to  a  diag- 
nosis-related group  (DRG)  based  on  the  patient's 
condition  and  other  information  pertaining  to  the 
treatment  he  or  she  is  expected  to  receive.  The 
DRGs  are  intended  to  group  cases  with  similar 
resource  requirements.  Each  case's  anticipated 
costliness  is  represented  by  the  DRG  weight.  The 
Medicare  case-mix  index  is  the  average  DRG 
weight  for  all  cases  paid  under  PPS.  Because  the 
DRG  weight  determines  the  PPS  payment  for  each 
case,  an  increase  in  the  CMI  results  in  an  equal  per- 
centage change  in  hospital  payments. 

The  CMI  may  rise  from  year  to  year  because  of 
real  growth  in  case  mix  or  because  of  upcoding. 
Real  case-mix  change  entails  greater  patient 
resource  requirements  due  to  the  mix  of  patients  or 
their  treatment.  For  example,  increases  in  the  aver- 
age severity  of  illness  of  patients  who  are  admitted 
to  hospitals  or  in  the  complexity  of  services  that  are 
provided  on  an  inpatient  basis  are  real  case-mix 
changes.  Upcoding  is  a  change  in  medical  record 
documentation  or  coding  practices  that  results  in 
assignment  of  cases  to  higher-weighted  DRGs 
without  increased  patient  resource  requirements. 

Hospitals  should  be  compensated  for  real  case- 
mix  change,  but  not  for  upcoding.  ProPAC's  update 
recommendation  reflects  this  belief  by  removing 
the  net  effects  of  upcoding  in  the  current  year  from 
the  payment  rate  for  the  upcoming  year. 

The  Commission's  task  in  developing  its  case-mix 
change  recommendations  has  been  complicated  by  a 
lack  of  data.  While  the  actual  increase  in  the  CMI  can 
be  estimated  relatively  easily,  determining  how  much 
of  that  change  is  real  and  also  how  much  real  case-mix 
change  is  not  captured  by  the  DRGs  is  considerably 
more  difficult.  While  previous  studies  have  attempted 
to  measure  components  of  real  case  complexity 
change  relative  to  the  change  in  the  case-mix  index, 
they  were  based  on  data  from  1990  and  earlier.  The 
Commission's  estimates  therefore  must  rely  on  a  com- 
bination of  this  past  research  and  its  own  judgment  as 
to  the  amount  of  real  change  that  has  taken  place. 

There  is  some  promise  of  improvement  in  this 
area.  In  January  1995,  HCFA  introduced  its  Medi- 
care Quality  Indicator  System,  a  software  tool  to 


develop  data  for  the  agency's  Health  Care  Quality 
Improvement  Program.  These  data  are  intended  to 
help  Peer  Review  Organizations  (PROs)  carry  out 
their  quality  review  activities  and  develop  collabo- 
rative projects  with  hospitals  and  other  health  care 
providers.  Two  Clinical  Data  Abstraction  Centers 
abstract  carefully  specified  information  from  medi- 
cal records.  In  late  1995.  HCFA  began  creating  a 
nationally  representative  sample  of  30.000  Medi- 
care hospital  discharge  records  each  year.  The 
resulting  database  could  be  used  to  compare  the 
original  DRG  used  for  payment  for  each  case  with 
the  DRG  assigned  by  independent  expert  coders  at 
a  later  date.  This  comparison  could  provide  mea- 
sures of  real  case-mix  change  and  upcoding.  At  this 
time,  however.  HCFA  is  still  engaged  in  validation 
of  the  data.  Since  the  data  are  being  developed  to 
assist  the  PROs  and  there  are  tight  restrictions  on 
their  use.  HCFA  has  no  immediate  plans  to  use 
them  to  study  case-mix  change. 

The  Commission's  case-mix  change  adjustment 
consists  of  three  components.  An  estimate  of  total 
CMI  change  in  the  year  prior  to  the  update  (for 
example,  fiscal  year  1997  for  the  1998  update)  is 
subtracted  from  the  update  factor  to  remove  the 
effects  of  both  real  case-mix  change  and  upcoding. 
A  positive  adjustment  is  then  made  for  the  portion 
of  the  CMI  increase  that  reflects  real  across-DRG 
case-mix  change.  Another  positive  adjustment  is 
made  for  real  case-mix  change  that  is  not  captured 
by  changes  in  the  CMI — within-DRG  case  com- 
plexity change.  These  components  together  reflect 
the  effects  of  real  case-mix  change  while  discount- 
ing the  effects  of  upcoding. 

Total  Case-Mix  Index  Change 

The  CMI  increased  by  5.6  percent  in  fiscal  year 
1985  (see  Figure  A-4).  Between  1985  and  1994, 
case-mix  index  change  declined  annually  except 
for  1988  and  1991.  In  1988,  CMI  change  rose  to 
3.5  percent,  up  from  2.6  percent  in  1987.  This 
acceleration  was  primarily  due  to  two  modifica- 
tions in  DRG  definitions.  Age  greater  than  69  was 
eliminated  as  a  DRG  classification  criterion,  and 
two  heavily  weighted  DRGs  were  created  that 
included  mechanical  ventilation  and  tracheostomy 
as  classification  criteria.  These  revisions  gave  hos- 
pitals incentives  to  further  improve  their  medical 
record  documentation  and  coding  practices,  result- 
ing in  a  larger  increase  in  the  CMI. 
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Figure  A-4.  Change  in  Medicare  Case-Mix 
Index,  Fiscal  Years  1985-1997 
(In  Percent) 


1997 


Estimate. 


Projection. 


SOURCE:  ProPAC  analysis  of  MedPAR  and  other  data  from  the 
Health  Care  Financing  Administration. 


Additional  modifications  to  DRG  definitions 
resulted  in  another  jump  in  the  rate  of  CMI  growth 
in  1991,  to  2.7  percent  compared  with  2.2  percent 
in  1990.  This  was  the  result  of  several  changes  that 
provided  additional  opportunities  for  upcoding. 
Thirteen  new  DRGs  were  added:  two  restructured 
how  diseases  and  disorders  of  the  circulatory  sys- 
tem are  classified  for  payment,  while  the  rest 
affected  the  assignment  of  bone  marrow  trans- 
plants, liver  transplants,  tracheostomies,  multiple 
significant  traumas,  and  human  immunodeficiency 
virus  infections. 

In  fiscal  years  1992,  1993,  and  1994,  HCFA  made 
relatively  modest  changes  to  the  DRG  definitions.  In 
1992,  it  permitted  reporting  more  diagnoses  and  pro- 
cedures on  the  Medicare  bill,  increasing  the  former 
from  five  to  nine  and  the  latter  from  three  to  six. 
These  changes  make  it  likelier  that  the  bill  will 
include  a  diagnosis  that  classifies  the  case  into  a 
higher-weighted  DRG,  increasing  payment  to  the 
hospital  and  contributing  to  a  higher  overall  CMI. 
However,  CMI  growth  continued  to  slow  to  1 .9  per- 
cent in  1992,  1.0  percent  in  1993  and  0.7  percent  in 
1994. 

For  fiscal  years  1995,  1996,  and  1997,  HCFA 
made  additional  revisions  to  the  DRG  definitions. 
Although  these  changes  also  were  modest,  the  rate 
of  CMI  change  accelerated  to  1.7  percent  in  1995. 


Based  on  preliminary  data  from  discharges  during 
1996,  ProPAC  estimates  that  CMI  change  was  1.9 
percent  in  1996  and  projects  CMI  change  for  1997 
of  1.9  percent. 

Real  Across-DRG  Case-Mix  Change 

Having  removed  from  the  payment  base  the 
entire  increase  in  the  CMI,  ProPAC  then  replaces  it 
with  the  portion  of  that  increase  that  is  thought  to 
represent  real  case-mix  change.  For  several  years, 
the  Commission's  estimates  of  real  case-mix 
change  reflected  the  empirical  evidence  provided 
by  a  major  study  conducted  in  1988  and  1989  by 
RAND.  Sponsored  by  HCFA  with  support  from 
ProPAC,  the  study  involved  reabstracting  medical 
records  and  comparing  the  originally  coded  data 
with  the  recoded  data.  The  methodology  of  the 
study  allowed  for  the  apportionment  of  CMI 
change  into  real  and  upcoding  components. 

RAND  estimated  that  about  two-thirds  of  the  2.4 
percent  increase  in  the  CMI  from  fiscal  year  1986 
to  1987  was  real  case-mix  change.  It  concluded 
that  real  case-mix  change  accounted  for  one-half  of 
the  3.0  percent  increase  from  1987  to  1988. 
Although  the  observed  increases  in  the  CMI  were 
very  different  in  the  two  years,  the  estimates  of  real 
case-mix  change  were  very  similar:  1.6  percent  and 
1.5  percent,  respectively. 

From  fiscal  year  1989  through  1993,  the  Com- 
mission's judgments  were  consistent  with  RAND's 
findings.  In  1994,  however,  the  Commission  adjust- 
ed its  estimate  to  reflect  the  lower  rate  of  CMI 
growth. 

The  resurgence  of  CMI  growth  in  the  past  sever- 
al years  may  reflect  changes  in  the  role  of  hospital 
care.  These  changes  may  result  in  real  case-mix 
increases  rather  than  further  improvements  in  cod- 
ing practices.  ProPAC 's  estimate  of  real  across- 
DRG  case-mix  change  for  fiscal  year  1997  is  1.7 
percent  to  1 .9  percent.  This  reflects  the  judgment  of 
the  Commission  that  upcoding  will  have  only  a 
small  impact,  if  any,  on  CMI  change  in  1997. 

Within-DRG  Case  Complexity  Change 

Within-DRG  case  complexity  measures  the  dis- 
tribution of  patients  within  DRGs  and  how  this 
affects  anticipated  costliness.  It  may  increase 
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because  patients  with  a  particular  principal  diagno- 
sis are  sicker  when  they  enter  the  hospital  or 
because  less  complex  patients  are  being  increasing- 
ly treated  in  other  settings.  For  several  years,  the 
Commission's  estimates  of  within-DRG  case  com- 
plexity change  were  based  on  analyses  by  Syste- 
Metrics,  Inc.14  These  studies  were  conducted  using 
a  database  that  consisted  of  all  Medicare  discharges 
from  a  10  percent  stratified  random  sample  of  PPS 
hospitals  in  each  year.  Each  discharge  was  classi- 
fied within  the  DRG  based  on  the  principal  diagno- 
sis, disease  stage,  and  the  number  of  unrelated 
comorbidities.  Disease  stage  was  assigned  using 
SysteMetrics'  patient  classification  system.  Disease 
Staging. 

Within-DRG  case  complexity  change  has  gener- 
ally decreased  over  time.  This  results  from  refine- 
ments to  the  DRGs,  with  cases  grouped  more  accu- 
rately with  others  of  similar  complexity  and 
costliness.  However,  SysteMetrics*  estimate  of 
within-DRG  case  complexity  change  increased 


from  0.7  percent  in  fiscal  year  1991  to  1.0  percent 
in  1992.  These  results  may  have  been  due  to  the 
effect  of  upcoding  rather  than  to  real  case  complex- 
ity change. 

Given  these  technical  difficulties  and  the  appar- 
ent stabilization  of  case-mix  change  at  the  time,  the 
Commission  concluded  that  within-DRG  case  com- 
plexity changed  0.4  percent  in  1993,  0.2  percent  in 
1994.  and  0.2  percent  in  1995.  It  estimated  a  zero 
percent  to  0.2  percent  range  in  1996.  ProPAC  esti- 
mates that  within-DRG  case  complexity  change 
will  be  between  zero  percent  and  0.2  percent  in 
1997. 

Overall  Adjustment 

The  Commission's  judgment  is  that  the  effects  of 
upcoding  and  within-DRG  case  complexity  change 
should  offset  each  other.  Therefore,  the  appropriate 
case-mix  adjustment  to  the  update  for  fiscal  year 
1998  is  zero. 
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FISCAL  YEAR  1998  UPDATE  FOR 
PAYMENTS  TO  DIALYSIS  FACILITIES 

Since  1983,  dialysis  facilities  have  been  paid  a 
prospectively  set  amount  per  dialysis  treatment 
provided  to  patients  with  ESRD.1-  This  amount, 
called  the  composite  rate,  was  developed  in  1983 
based  on  a  sample  of  Medicare  Cost  Reports  from 
1977  through  1979.  It  represents  the  median  cost 
per  treatment,  weighted  for  the  proportion  of 
patients  that  dialyzed  in  the  facility  and  at  home.16 

The  base  composite  rates  for  independent  and 
hospital-based  facilities  are  S122  and  S126  per 
treatment,  respectively.  The  labor-related  portion  of 
each  facility's  base  rate  is  adjusted  by  its  wage 
index.  These  indexes  reflect  the  relative  differences 
in  labor  prices  across  geographic  areas.  Unlike  pay- 
ments to  PPS  hospitals,  the  composite  rate  has  not 
been  updated  annually.  Although  minor  changes 
were  made  in  1986  and  1991,  current  payments  per 
treatment  are  essentially  equal  to  those  set  in  1983. 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
requires  ProPAC  to  recommend  an  update  to  the 
composite  rate  each  year.  The  Commission  uses  a 
consistent  analytic  framework  to  develop  its  update 
recommendation  for  dialysis;  this  framework  is 
conceptually  similar  to  the  one  used  for  PPS  hospi- 
tals. ProPAC's  recommendation  is  intended  to 
adjust  the  composite  rate  to  account  for  expected 
changes  in  the  cost  of  dialysis  treatment.  In  addi- 
tion, the  Commission  assesses  the  appropriateness 
of  current  payment  rates  by  examining  the  relation- 
ship between  facility  costs  and  Medicare  payments, 
and  the  change  in  this  relationship  over  time. 

ProPAC's  Update  Framework 

The  update  framework  for  dialysis  facilities  con- 
sists of  three  components.  The  market  basket  index 
measures  the  increase  in  the  price  of  inputs.  Both 
the  allowance  for  scientific  and  technological 
advances  and  the  target  for  productivity  improve- 
ment account  for  changes  in  the  use  of  inputs 
resulting  from  the  cost-increasing  effects  of  scien- 
tific innovations  and  from  gains  in  efficiency. 

Market  Basket  Index — The  market  basket  index 
is  a  measure  of  the  expected  effect  of  price  inflation 
on  the  cost  of  providing  a  dialysis  treatment. 
Because  an  index  specific  to  dialysis  facilities  is  not 


available.  ProPAC  constructs  its  own.  The  dialysis 
market  basket  has  four  components — capital,  labor, 
other  direct  costs,  and  overhead — representing  the 
full  range  of  goods  and  services  purchased  by  dialy- 
sis facilities.  Each  component  is  associated  with  a 
forecasted  price  change,  which  is  measured  by  a 
proxy.  Select  price  proxies  from  HCFAs  PPS  hospi- 
tal, skilled  nursing  facility,  and  home  health  agency 
market  basket  indexes  were  combined  to  construct 
the  price  proxies  for  dialysis  facilities.17  Each  com- 
ponent also  is  associated  with  a  weight  that  repre- 
sents its  proportion  of  total  facility  costs.  These 
weights  are  based  on  the  cost  allocations  reported 
by  facilities  in  unaudited  1995  cost  reports.18  The 
change  in  the  market  basket  index  is,  therefore,  the 
sum  of  the  weighted  price  changes  for  the  four  com- 
ponents. 

The  market  basket  analysis  indicates  that  prices 
will  rise  by  2.8  percent  for  independent  and 
hospital-based  dialysis  facilities  between  fiscal 
years  1997  and  1998. 

Scientific  and  Technological  Advances — The 

S&TA  allowance  is  intended  to  recognize  the  costs 
associated  with  the  adoption  and  diffusion  of  scien- 
tific innovations  that  improve  the  quality  of  patient 
care.  The  dialysis  S&TA  allowance  reflects  the 
incremental  operating  and  capital  costs  of  substan- 
tial advances  that  increase  the  cost  of  providing 
routine  services  covered  by  the  composite  rate. 

Past  S&TA  allowances  have  ranged  from  0.6 
percent  to  1.1  percent  (see  Table  A-6).  These  esti- 
mates of  S&TA  costs  were  derived  from  technolo- 
gy-specific analyses  performed  for  ProPAC.19  This 
year,  to  evaluate  the  broad  effects  of  S&TA  on  dial- 
ysis costs,  ProPAC  used  a  qualitative  approach  sim- 
ilar to  the  one  used  for  the  PPS  hospital  operating 
update  recommendation.  This  study  began  by 
reviewing  the  technologies  that  were  included  in 
the  prior  years'  analyses.  Recent  industry  trends  in 
the  use  and  cost  of  new  technologies  were  then 
examined  to  determine  the  level  of  the  increase  in 
facilities'  cost  per  treatment  due  to  S&TA,  com- 
pared to  last  year.20 

The  study  suggests  that  the  emerging  technolo- 
gies included  in  last  year's  S&TA  allowance  are 
continuing  to  diffuse  and  are  likely  to  boost  the 
costs  of  dialysis  in  the  coming  year.  These  are 
newer  generation  hemodialysis  machines,  computer 
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Table  A-6.  Scientific  and  Technological 

Advances  Allowances  for  Dialysis 
Facilities,  Fiscal  Years  1994-1997 
(In  Percent) 


Percent  of  Total 

Fiscal  Year 

Dialysis  Payments 

1994 

1.1% 

1995 

0.7 

1996 

0.6 

1997 

0.7 

SOURCE:  ProPAC. 


information  systems  (such  as  those  used  to  create 
treatment  records  and  to  analyze  trends  in  chemical 
balances),  kinetic  modeling  (an  algorithm  compar- 
ing delivered  and  prescribed  dialysis  doses,  which 
requires  blood  tests  or  used  dialysate  samples), 
increased  dialysate  needs  in  peritoneal  dialysis 
patients,  and  new  cycling  machines  for  continuous 
cycling  peritoneal  dialysis.  The  evidence  is  less 
clear  whether  synthetic  dialyzers  and  blood  vol- 
ume/hematocrit  monitors  will  increase  S&TA 
costs.  Two  newer  technologies,  home  hemodialysis 
machines  and  single  exchange  cyclers  for  continu- 
ous ambulatory  peritoneal  dialysis  (CAPD) 
patients,  are  not  expected  to  affect  1998  costs,  but 
may  increase  dialysis  costs  in  the  future. 

On  the  basis  of  this  review,  ProPAC  concluded 
that  the  increase  in  costs  due  to  technological 
advances  should  be  consistent  with  prior  estimates. 
The  S&TA  allowance  for  fiscal  year  1998  thus 
ranges  from  0.5  percent  to  1 .0  percent. 

Productivity  Improvements — The  productivity 
adjustment  reflects  the  cost-decreasing  effects  of 
using  inputs  more  efficiently.  Historically,  substan- 
tial productivity  improvements  in  the  dialysis 
industry  have  resulted  in  substantial  cost  reduc- 
tions. Although  the  data  indicate  that  productivity 
has  improved  in  the  recent  past  as  well,  comparable 
gains  are  not  likely  for  fiscal  year  1998  (see  Table 
A-7). 

Trends  in  a  number  of  productivity  indicators 
from  the  Medicare  Cost  Report  are  examined  to 
estimate  the  productivity  gains  dialysis  facilities 
can  reasonably  be  expected  to  attain  in  the  coming 
year.  These  indicators  are  the  number  of  total  treat- 
ments (including  hemodialysis  and  peritoneal  dial- 
ysis) per  FTE,  staff  mix,  the  number  of  in-facility 


hemodialysis  treatments  per  station,  the  average 
length  of  a  hemodialysis  session,  and  the  average 
number  of  times  dialyzers  are  reused. 

Dialysis  facilities  have  increased  staff  productiv- 
ity, shown  by  the  increase  in  the  number  of  total 
treatments  per  FTE.  This  measure  suggests  that 
labor  productivity  is  higher  at  independent  facilities 
than  at  hospital-based  facilities.  Facilities  based  in 
hospitals  have  a  more  highly  skilled  mix  of  staff; 
this  is  measured  by  the  ratio  of  registered  nurses 
(RNs)  to  all  direct  patient  care  staff  (including 
RNs,  licensed  practical  nurses,  nursing  assistants, 
and  technicians).  Hospital-based  facilities  have  an 
RN  to  all  staff  ratio  of  0.55,  compared  to  0.36  in 
independent  facilities.  This  ratio  has  remained  rela- 
tively stable  since  fiscal  year  1991  for  both  types  of 
facilities. 

Dialysis  facilities  have  also  been  more  produc- 
tive with  capital,  increasing  the  number  of 
hemodialysis  treatments  provided  per  station. 
Hospital-based  facilities  have  higher  capital  pro-  j 
ductivity  than  independent  facilities.  At  the  same 
time,  the  average  length  of  dialysis  in  hospital- 
based  facilities  is  about  4.5  hours,  a  level  that  has 
remained  stable  since  1991.  The  average  length  of 
dialysis  in  independent  facilities  is  4.3  hours. 

On  the  basis  of  these  measures,  the  Commission 
believes  that  providers  can  continue  to  achieve 
modest  productivity  improvements  of  between  0.5 
percent  to  1.0  percent,  offsetting  the  costs  of 
S&TA. 

Dialysis  Facility  Costs  and  Payments 

ProPAC  uses  its  update  framework  as  the  basis  of 
its  update  recommendation,  but  it  has  also  considered 
other  factors.  These  factors  include  evidence  regard- 
ing quality  of  care  provided  by  dialysis  facilities,  and 
the  adequacy  of  payment  rates. 

Medicare  payment  to  cost  ratios  measure  the 
extent  to  which  Medicare's  dialysis  payments  cover 
the  costs  of  providing  these  services  to  beneficia- 
ries. Aggregate  facility  costs  were  calculated  from 
the  most  recent  available  data,  unaudited  fiscal  year 
1995  cost  reports.  The  payments  are  based  on  wage- 
adjusted  composite  rates  for  each  facility,  including 
in-facility  hemodialysis  and  home  CAPD.21  These 
ratios  were  updated  to  reflect  1997  costs. 
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Table  A-7.  Productivity  Indicators  for  Hospital-Based  and  Independent  Dialysis 
Facilities,  Fiscal  Years  1991-1995 
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C  A  A 
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U.00 

o4o 
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Independent 

1991 

619 

0.35 

554 

4.5 

1992 

631 

0.33 

567 

4.5 

1993 

615 

0.35 

560 

4.5 

1994 

672 

0.36 

572 

4.2 

1995 

687 

0.36 

572 

4.3 

Note:  FTE  =  full-time  equivalent  employee.  Staff  mix  =  ratio  of  registered  nurses  to  direct  patient  care  staff,  including  registered  and 
licensed  practical  nurses,  nursing  assistants,  and  technicians. 


SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 


ProPAC  is  concerned  about  the  quality  and  accu- 
racy of  Medicare  Cost  Report  data  for  dialysis 
facilities.  Cost  and  treatment  data  are  missing, 
inconsistent  across  facilities,  and  widely  variable; 
these  problems  may  occur  because  data  are  not 
used  for  payment  purposes.  Data  from  hospital- 
based  facilities  are  especially  poor,  and  information 
on  peritoneal  dialysis  costs  is  particularly  unreli- 
able. 

Facility  Costs  and  Payments  for  Fiscal  Year 
1995— The  1994  and  1995  data  are  from  improved 
cost  reports  for  independent  facilities,  which  were 
introduced  in  1994.  Among  other  changes,  the  new 
format  corrects  for  an  overhead  allocation  error  in 
which  a  portion  of  independent  facilities'  indirect 
administrative  and  general  costs  was  incorrectly 
removed  from  facility  cost  estimates.  The  cost  esti- 
mates based  on  the  new  cost  report  therefore  are 
higher  than  before.  Largely  because  of  this  correc- 
tion, the  aggregate  payment  to  cost  ratio  for  inde- 
pendent facilities  fell  from  1.11  in  1993  to  1.04  in 
1994  (see  Table  A-8). 

In  fiscal  year  1995,  Medicare  payments  covered 
about  74  percent  of  the  costs  reported  by  hospital- 
based  facilities.  Independent  facilities  fared  better, 
with  payments  in  1995  that  covered  103  percent 
of  the  reported  costs  of  dialysis  treatment.  Most 
hospital-based  facilities  (84  percent)  reported 


losses  in  1995,  as  did  45  percent  of  independent 
facilities.  Nevertheless,  more  than  40  percent  of 
independent  providers  had  payment  to  cost  ratios 
higher  than  1.05.  The  10  percent  of  facilities  with 
the  best  performance  had  an  aggregate  payment  to 
cost  ratio  of  1 .40. 

The  data  indicate  the  presence  of  economies  of 
scale  for  both  types  of  facilities;  that  is,  facilities 
that  provide  more  treatments  have  lower  costs 
per  treatment,  and  thus  have  higher  payment  to 
cost  ratios.  In  fiscal  year  1995,  Medicare  covered 
79  percent  of  its  reported  costs  in  large  hospital- 
based  facilities,  whereas  in  small  hospital-based 
facilities,  payments  covered  only  60  percent  of 
costs.  The  payment  to  cost  ratio  for  dialysis 
treatments  in  large  independent  facilities  was 
1.06,  while  in  small  facilities  the  ratio  dipped  to 
0.93. 

Payment  to  cost  ratios  for  independent  facilities 
were  one  percentage  point  higher  in  1994  if  the 
facility  was  proprietary,  rather  than  nonprofit.  The 
difference  widened  in  1995  because  the  ratio  for 
nonprofit  facilities  fell  from  1.03  to  0.97,  while  the 
ratio  for  proprietary  facilities  stayed  at  1.04. 

Estimated  Costs  and  Payments  for  Fiscal  Year 
1997 — Costs  for  1997  were  estimated  by  inflating 
unaudited  1995  costs  by  ProPAC's  dialysis  market 
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Table  A-8.  Payment  to  Cost  Ratios  for  Hospital-Based  and  Independent  Dialysis  Facilities,  for  All 
Dialysis  Treatments,  Fiscal  Years  1991-1995 


Facility  Type 

Hospital-Based  Facilities 

Independent  Facilities 

1991 

1992 

1993 

1994 

1995 

1991 

1992 

1993 

1994 

1995 

All 

0.80 

0.78 

0.77 

0.77 

0.74 

1.13 

1.12 

1.11 

1 .04 

1.03 

Urban 

0.80 

0.77 

0.76 

0.77 

0.73 

1.13 

1.12 

1.12 

1.05 

1.03 

Rural 

0.83 

0.82 

0.87 

0.82 

0.81 

1.12 

1.12 

1.08 

1.01 

1.02 

Nonprofit 

0.80 

0.78 

0.77 

0.77 

0.73 

1.03 

1.02 

1.05 

1.03 

0.97 

Profit 

0.86 

0.67 

0.99 

1.07 

1.07 

1.14 

1.14 

1.12 

1.04 

1.04 

Small 

0.69 

0.64 

0.62 

0.64 

0.60 

1.04 

1.03 

1.00 

0.95 

0.93 

Medium 

0.77 

0.75 

0.71 

0.71 

0.68 

1.11 

1.10 

1.09 

1.02 

1.01 

Large 

0.87 

0.83 

0.85 

0.85 

0.79 

1.17 

1.16 

1.16 

1.08 

1.06 

Note:  Includes  both  hemodialysis  and  peritoneal  dialysis. 

SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the  Health  Care  Financing  Administration. 


basket  index  for  1996  and  1997.  For  1997,  ProPAC 
estimates  that  composite  rate  payments  to  indepen- 
dent dialysis  facilities  will  be  2  percent  below 
unaudited  costs,  while  payments  to  hospital-based 
facilities  will  cover  71  percent  of  costs.  Audited 
cost  data,  however,  would  probably  indicate  more 
favorable  financial  performance. 

Unaudited  cost  reports  overstate  true  Medi- 
care-allowable costs  because  of  nonallowable  or 
incorrectly  reported  expenses.  When  HCFA 
audited  a  sample  of  1991  dialysis  facility  cost 
reports,  it  found  that  independent  dialysis  facili- 
ties overreported  their  costs  by  12.2  percent  and 
hospital-based  facilities  overreported  their  costs 
by  4.6  percent.  The  National  Renal  Administra- 
tors Association  (NRAA),  however,  has  argued 
that  Medicare's  definition  of  allowable  costs 
understates  the  actual  costs  of  providing  dialysis. 
Specifically,  the  NRAA  maintains  that  the  salary 
limits  for  the  medical  director  and  facility 
administrator  are  too  low  because  they  were 
established  in  1984  and  have  not  been  updated. 
The  Commission  estimated  that  if  these  salaries 
were  not  held  to  1984  levels,  the  independent 
facility  adjustment  would  be  10.5  percent.  Fur- 
ther, the  differential  between  actual  and  audited 
costs  may  be  narrower  than  indicated  by  the 
analysis  because  of  efforts  by  HCFA  and  the 
NRAA  to  make  cost  reporting  more  accurate. 

Since  past  experience  has  demonstrated  that 
reported  costs  are  overstated,  but  recent  informa- 
tion suggests  that  the  differential  has  been 


reduced,  the  true  costs  of  providing  dialysis  are 
unknown.  Actual  payment  to  cost  ratios  in  fiscal 
year  1997  are  sensitive  to  the  level  of  the  audit 
adjustment  that  is  applied  to  costs.  An  appropriate 
adjustment  is  probably  less  than  10.5  percent  for 
independent  facilities  and  4.6  percent  for  hospital- 
based  ones.  Therefore,  for  hospital-based  facili- 
ties, aggregate  payments  are  unlikely  to  cover 
reported  costs,  which  include  allocated  overhead 
expenses  from  the  hospital  (see  Table  A-9).  Pay- 
ments probably  remain  above  costs  in  independent 
facilities. 


Table  A-9.  Estimated  Payment  to  Cost  Ratios 
for  Hospital-Based  and  Independent 
Dialysis  Facilities,  With  and  Without 
Audit  Adjustment,  Fiscal  Year  1997 


Cost  Per 

Payment  to 

Facility  Type 

Treatment 

Cost  Ratio 

Hospital-based 

Without  audit 

$185.08 

0.71 

With  audit 

176.56 

0.74 

Independent 

Without  audit 

127.90 

0.98 

With  partial  audit 

114.47 

1.10 

With  full  audit 

112.29 

1.12 

Note:  The  hospital-based  audit  adjustment  is  4.6  percent,  the  independent 
partial  audit  adjustment  is  10.5  percent,  and  the  independent  full  audit 
adjustment  is  12.2  percent. 

SOURCE:  ProPAC  analysis  of  Medicare  Cost  Report  data  from  the  Health 
Care  Financing  Administration. 
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Notes  to  Appendix  A 


1.  HCFA  uses  equal  blends  of  hospital  worker 
wages  and  economywide  wages  to  represent 
the  price  increases  for  the  professional  and 
technical  worker  category,  which  accounts  for 
65.7  percent  of  total  hospital  labor  expenses. 
Wage  inflation  in  the  other  occupational  cate- 
gories included  in  the  market  basket  is  repre- 
sented only  by  proxies  based  on  economywide 
wages.  By  contrast.  ProPAC  uses  equal  blends 
of  hospital  worker  wages  and  economywide 
wages  for  all  occupational  groups. 

2.  Abt  Associates.  Inc..  The  Incremental  Impact  of 
Scientific  and  Technological  Advances  on 
Operating  Costs  in  PPS  Hospitals  and  PPS- 
Excluded  Facilities  (FY  1995),  ProPAC  Extra- 
mural Technical  Report  E-94-02,  January  1994. 
Costs  and  diffusion  rates  for  the  chosen  tech- 
nologies were  estimated  by  medical  and  indus- 
try experts  and  reviewed  by  a  technical  adviso- 
ry panel. 

3.  The  Hospital  Technology  Scanner,  New  Eng- 
land Journal  of  Medicine,  Journal  of  the  Amer- 
ican Medical  Association,  FDA  Medical  Bul- 
letin, Modern  Healthcare,  and  selected  on-line 
sources  were  used  in  this  review. 

4.  John  A.  Bittl.  "Advances  in  Coronary  Angio- 
plasty," New  England  Journal  of  Medicine 
335(17):  1290-1302,  October  24,  1996. 

5.  Christoph  Bode  and  others,  "Randomized 
Comparison  of  Coronary  Thrombolysis 
Achieved  with  Double-Bolus  Reteplase 
(Recombinant  Plasminogen  Activator)  and 
Front-Loaded,  Accelerated  Alteplase  (Recom- 
binant Tissue  Plasminogen  Activator)  in 
Patients  with  Acute  Myocardial  Infarction," 
Circulation  94(5):  891-98,  September  1,  1996. 

6.  Vladimir  Hachinski.  "Thrombolysis  in  Stroke: 
Between  the  Promise  and  the  Peril,"  Journal  of 
the  American  Medical  Association  276(12): 
995-96,  September  25,  1996. 

7.  Ronald  G.  Evens,  "Radiology,"  Journal  of  the 
American  Medical  Association  275(23):  1854- 
55,  June  19,  1996. 


8.  Food  and  Drug  Administration,  "Radiolabeled 
Antibodies  for  Diagnostic  Imaging,"  FDA  Med- 
ical Bulletin  26(3):  2-3,  October  1996. 

9.  Donald  A.B.  Lindberg  and  Betsy  L. 
Humphreys,  "Medical  Informatics,"  Journal  of 
the  American  Medical  Association  275(23): 
1821-22,  June  19,  1996. 

10.  These  estimates  are  based  on  data  from  the 
American  Hospital  Association  National  Hos- 
pital Panel  Survey. 

1 1 .  Prospective  Payment  Assessment  Commission, 
Medicare  and  the  American  Health  Care  Sys- 
tem, Report  to  the  Congress,  June  1996,  p.  76. 

12.  The  commonly  cited  breakpoint  between  peri- 
ods of  robust  productivity  gains  and  much 
smaller  gains,  each  lasting  more  than  two 
decades,  is  1973. 

13.  RAND  Corporation,  Methodology  for  Measur- 
ing Case-Mix  Change:  How  Much  Change  in 
the  Case  Mix  Index  is  DRG  Creep?  ProPAC 
Extramural  Technical  Report  E-90-05,  April 
1990. 

14.  SysteMetrics,  Inc.,  Within  DRG  Case  Complex- 
ity Change,  J 992,  ProPAC  Extramural  Techni- 
cal Report  E-94-01,  March  1994. 

15.  Medicare  beneficiaries  with  end-stage  renal 
disease  have  little  or  no  kidney  function;  most 
are  treated  with  dialysis.  Dialysis  is  a  process 
for  removing  dissolved  substances  from  the 
patient's  body  by  diffusion  across  a  semiperme- 
able membrane. 

16.  Two  types  of  dialysis  are  commonly  used: 
hemodialysis  and  peritoneal  dialysis.  Hemodial- 
ysis removes  toxins,  electrolytes,  and  fluid  by 
circulating  blood  through  a  dialyzing  membrane 
outside  of  the  body  (the  "artificial  kidney,"  or 
dialyzer).  Each  treatment  lasts  about  three  to 
five  hours  and  is  performed  three  times  a  week, 
usually  at  a  dialysis  facility.  Peritoneal  dialysis, 
which  usually  takes  place  at  the  patient's  home, 
involves  the  infusion  of  dialysate  solution  into 
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the  peritoneal  cavity  through  an  indwelling 
catheter  inserted  into  the  abdomen.  The  peri- 
toneal membrane  acts  as  the  dialyzing  mem- 
brane. When  the  dialyzing  solution  is  drained, 
waste  products  are  removed.  Continuous  ambu- 
latory peritoneal  dialysis  (CAPD)  and  continu- 
ous cycling  peritoneal  dialysis  (CCPD)  are  two 
forms  of  peritoneal  dialysis.  With  CAPD,  the 
patient  performs  several  exchanges  during  the 
day,  through  the  catheter,  with  the  dialysate 
remaining  in  the  peritoneum  between 
exchanges.  With  CCPD,  the  patient  uses  a 
cycling  machine  at  night  that  automatically  per- 
forms the  exchanges.  The  payment  for  peri- 
toneal dialysis  is  made  on  a  weekly  basis  and  is 
equal  to  three  times  the  composite  rate. 

17.  Prospective  Payment  Assessment  Commission, 
End-Stage  Renal  Disease  Payment  Policy, 
ProPAC  Congressional  Report  C-92-04,  June 
1992,  pp.  41-44.  Price  proxies  specific  to  the 
dialysis  industry  are  not  available.  Even  if  they 
were,  they  might  not  be  appropriate.  Given  the 
sizable  amount  of  vertical  integration  in  the 
dialysis  industry  (that  is,  firms  that  own  facili- 
ties often  own  laboratories  or  suppliers  that  ser- 
vice the  facilites),  changes  in  a  dialysis-specific 
price  index  may  be  influenced  by  corporate 
pricing  strategies  rather  than  market  forces. 


18.  The  Medicare  Cost  Report  for  dialysis  facilities 
assigns  all  expenses  into  eight  cost  centers.  These 
cost  centers  were  collapsed  into  the  four  broader 
categories  that  make  up  the  market  basket. 

19.  Abt  Associates,  Inc.,  The  Incremental  Impact  of 
Scientific  and  Technological  Advances  on  Cost 
Increases  in  Dialysis  Facilities  (FY  1997),  ProPAC 
Extramural  Technical  Report  E-96-01,  January 
1996.  The  cost  for  each  selected  technology  was 
derived  by  estimating  the  cost  per  treatment  of  that 
technology  and  multiplying  it  by  the  number  of 
beneficiaries  expected  to  use  it  in  the  upcoming 
year.  The  total  cost  for  all  the  technologies  was 
then  expressed  as  a  percentage  of  total  payments. 

20.  Contemporary  Dialysis  &  Nephrology,  infor- 
mal discussions  with  exhibitors  at  the  1996 
annual  conference  of  the  National  Renal 
Administrators  Association,  and  several  on-line 
sources  were  used  in  this  review. 

21.  Aggregate  payments  used  in  this  analysis  do 
not  include  additional  payments  that  facilities 
receive  through  the  exceptions  process.  HCFA 
estimates  that  current  exceptions  increase  total 
payments  to  hospital-based  facilities  by  about 
$2  per  treatment  and  to  independent  facilities 
by  about  five  cents  per  treatment. 
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into  the  long-term  care  field.  Earlier,  she  was  director 
of  social  services  at  the  medical  center.  Ms.  Bailis 
has  held  a  number  of  academic  appointments,  most 
recently  as  assistant  professor  of  psychiatry  at  Tufts 
University  School  of  Medicine.  She  serves  on  the 
boards  of  several  hospitals  and  has  held  leadership 
positions  in  many  local  and  national  professional  and 
community  organizations.  These  include  the  execu- 


tive committee  of  the  American  Health  Care  Associ- 
ation, president  of  the  Massachusetts  Federation  of 
Nursing  Homes,  the  board  of  the  Big  Sister  Associa- 
tion, the  board  of  Simmons  College,  and  the  board  of 
overseers  of  the  Florence  Heller  School  at  Brandeis 
University.  In  addition,  Ms.  Bailis  is  secretary  of  the 
National  Association  of  Social  Workers  and  presi- 
dent-elect of  the  Society  for  Hospital  Social  Work 
Directors  of  the  American  Hospital  Association.  A 
member  of  the  Business  Leadership  Forum  and 
Women's  Leadership  Forum  of  the  Democratic 
National  Committee,  she  also  served  on  the  Mas- 
sachusetts Medicaid  State  Advisory  Board.  Ms. 
Bailis  has  published  and  lectured  widely  on  health 
care  and  social  welfare  policy.  She  received  a  B.A. 
from  Brandeis  University  and  an  M.S.W.  from  Sim- 
mons College  School  of  Social  Work. 

Clay  D.  Edmands 

Clay  D.  Edmands  is  president  of  Salina  Regional 
Health  Center  in  Salina,  Kansas,  an  acute  care  rural 
referral  center.  His  prior  experience  includes  sever- 
al years  with  the  Fairview  Community  Hospital 
System  in  Minneapolis,  where  he  held  various 
positions,  among  them  administrator  for  develop- 
ment and  operations  of  regional  health  manage- 
ment and  supportive  services.  Mr.  Edmands  was  on 
the  board  of  the  Kansas  Hospital  Association  from 
1980  to  1992,  serving  as  chairman,  treasurer,  and 
member  of  the  executive  committee.  In  addition  to 
serving  two  terms  on  a  regional  policy  advisory 
board  of  the  American  Hospital  Association,  Mr. 
Edmands  was  board  president  of  the  Health  Sys- 
tems Agency  of  Western  Kansas.  He  is  currently  a 
preceptor  for  the  University  of  Kansas  program  in 
health  care  administration  and  chair  of  the  universi- 
ty's health  care  services  advisory  board.  He  holds  a 
B.S.  in  business  administration  from  the  University 
of  Kansas  and  an  M.H.A.  from  the  University  of 
Minnesota. 

Spencer  Foreman 

Spencer  Foreman  is  president  of  Montefiore 
Medical  Center  of  the  Albert  Einstein  College  of 
Medicine  in  the  Bronx,  New  York.  Before  assum- 
ing leadership  of  Montefiore  in  1986,  Dr.  Foreman 
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was  president  of  Sinai  Hospital  in  Baltimore.  He 
is  a  board-certified  pulmonary  specialist,  a  fellow 
of  the  American  College  of  Physicians  and  the 
New  York  Academy  of  Medicine,  and  a  member 
of  the  National  Academy  of  Science's  Institute  of 
Medicine.  A  professor  of  medicine  and  epidemi- 
ology and  social  medicine  at  the  Albert  Einstein 
College  of  Medicine,  Dr.  Foreman  is  a  member  of 
the  boards  of  directors  of  the  American  Joint 
Jewish  Distribution  Committee  and  Ursinus  Col- 
lege. He  was  chairman  of  the  Association  of 
American  Medical  Colleges  and  the  Liaison 
Committee  on  Medical  Education.  He  is  a  mem- 
ber and  former  board  chairman  of  both  the 
League  of  Voluntary  Hospitals  in  New  York  and 
the  board  of  governors  of  the  Greater  New  York 
Hospital  Association.  Dr.  Foreman  is  also  a  mem- 
ber of  the  board  of  trustees  of  the  American  Hos- 
pital Association  and  the  board  of  directors  of  the 
Hospital  Association  of  New  York  State.  For  1 1 
years,  he  served  as  a  commissioned  officer  in  the 
U.S.  Public  Health  Service.  He  received  a  B.S. 
from  Ursinus  College  and  an  M.D.  from  the  Uni- 
versity of  Pennsylvania. 

Spencer  Johnson 

Spencer  Johnson  has  been  president  of  the  Michi- 
gan Health  and  Hospitals  Association  since  1985. 
Previously,  he  was  executive  vice  president  of  the 
Hospital  Association  of  New  York  State.  Mr.  John- 
son's prior  experience  includes  staff  positions  on  the 
U.S.  Senate  Committee  on  Human  Resources  and  in 
the  U.  S.  House  of  Representatives.  He  was  associ- 
ate director  of  the  Domestic  Council  for  Health, 
Social  Security,  and  Income  Assistance  from  1976 
to  1977,  where  he  was  responsible  for  policy  plan- 
ning and  development  for  President  Gerald  Ford. 
Mr.  Johnson  has  been  a  member  of  the  American 
Hospital  Association's  State  Issues  Forum  and 
Council  on  Allied  and  Government  Relations.  He 
has  served  on  various  boards,  including  those  of  the 
Albany  Medical  College,  the  Washington  Hospital 
Center,  the  Alpha  Center  for  Health  Planning,  and 
the  Genesee  Regional  Health  Planning  Council.  He 
is  currently  a  board  member  of  Blue  Cross  Blue 
Shield  of  Michigan.  Mr.  Johnson  received  a  B.A.  in 
journalism  from  St.  Bonaventure  University  and  an 
M.P.A.  in  health  policy  and  planning  from  Cornell 
University. 


Clark  E.  Kerr 

Clark  E.  Kerr  is  president  of  ConsumerFirst,  a 
nonprofit  public  benefit  corporation,  and  is  chief 
executive  officer  of  ConsumerFirst  Television.  He 
chairs  the  California  Health  Policy  and  Data  Advi- 
sory Commission  and  the  California  Health  Infor- 
mation Committee.  He  is  a  member  of  the  board  of 
directors  of  the  Integrated  Healthcare  Association 
and  is  a  member  of  the  Health  Benefits  Advisory 
Council  for  the  California  Public  Employees 
Retirement  System.  In  addition,  Mr.  Kerr  is  execu- 
tive producer  and  cohost  of  Health  Upbeat,  a  televi- 
sion series  on  health  care  quality,  access,  and  costs. 
Before  joining  ConsumerFirst,  he  held  various 
positions  at  Bank  of  America,  including  vice  presi- 
dent of  government  relations,  manager  of  corporate 
health  programs,  and  manager  of  benefits  planning. 
Mr.  Kerr  formerly  was  the  president  of  the  Califor- 
nia Business  Group  on  Health,  and  a  member  of  the 
boards  of  directors  of  the  Washington  Business 
Group  on  Health,  the  Pacific  Business  Group  on 
Health,  and  the  National  Committee  for  Quality 
Assurance.  He  received  a  B.A.  from  the  University 
of  California,  Davis,  and  an  M.B.A.  from  the  Uni- 
versity of  California,  Berkeley. 

James  R.  Kimmey 

James  R.  Kimmey  is  vice  president  for  health 
sciences  and  professor  of  public  health  at  the  St. 
Louis  University  Health  Sciences  Center,  as  well  as 
professor  of  community  and  family  medicine  at  the 
St.  Louis  University  School  of  Medicine.  In  addi- 
tion, Dr.  Kimmey  serves  as  chair  and  chief  execu- 
tive officer  of  SLUCare,  the  clinical  services  divi- 
sion of  the  university.  He  has  taught  at  the 
University  of  Wisconsin,  Johns  Hopkins  Universi- 
ty, New  York  University,  and  Columbia  University. 
He  served  as  a  commissioned  officer  in  the  Public 
Health  Service  (1962-68)  and  as  president  of  the 
Institute  for  Health  Planning  (1978-87).  Dr.  Kim- 
mey was  administrator  of  the  Division  of  Health 
Policy  and  Planning  of  the  state  of  Wisconsin  and 
executive  director  of  the  American  Public  Health 
Association.  He  served  as  president  of  the  Ameri- 
can Health  Planning  Association  (1980-81)  and 
was  on  its  board  of  directors.  Former  editor  of 
Health  Planning  Memorandum  and  managing 
editor  of  the  American  Journal  of  Public  Health, 
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he  has  written  extensively  on  health  planning  and 
other  health  policy  topics.  Dr.  Kimmey  received 
B.S..  M.S..  and  M.D.  degrees  from  the  University 
of  Wisconsin  and  an  M.P.H.  from  the  University  of 
California.  Berkeley. 

Judith  R.  Lave 

Judith  R.  Lave  is  professor  of  health  economics 
and  codirector  of  the  Center  for  Research  on  Health 
Care  at  the  University  of  Pittsburgh.  She  holds  a 
primary  academic  appointment  at  the  University  of 
Pittsburgh  Graduate  School  of  Public  Health,  and 
secondary  appointments  in  the  Departments  of  Psy- 
chiatry. Economics,  and  the  Katz  Graduate  School 
of  Business.  Formerly.  Dr.  Lave  was  a  faculty 
member  at  Camegie-Mellon  University.  At  the  U.S. 
Department  of  Health  and  Human  Services,  she 
was  director  of  the  Division  of  Economic  and 
Quantitative  Analysis  and  director  of  the  Office  of 
Research  in  the  Health  Care  Financing  Administra- 
tion. Dr.  Lave  is  also  a  member  of  the  National 
Academy  of  Science's  Institute  of  Medicine  and 
the  National  Academy  of  Social  Insurance.  She  is  a 
distinguished  fellow  and  past  president  of  the  Asso- 
ciation for  Health  Services  Research  and  a  past 
president  of  the  Foundation  for  Health  Services 
Research.  Dr.  Lave  chaired  the  technical  panel  on 
health  and  was  a  member  of  the  expert  panel  on 
income  and  health  care  for  the  Advisory  Council 
on  Social  Security.  She  serves  on  the  editorial 
boards  of  the  Journal  of  Health  Politics,  Policy,  and 
Law  and  the  Health  Administration  Press,  and  is  a 
member  of  the  Institute  of  Medicine's  report  review 
committee.  Dr.  Lave  has  also  served  as  a  consultant 
to  numerous  private  and  public  organizations  in  the 
United  States  and  Canada.  She  received  a  B.A.  and 
an  honorary  LL.D.  from  Queens  University  in 
Canada  and  a  Ph.D.  in  economics  from  Harvard 
University. 

Hugh  VV.  Long 

Hugh  W.  Long  is  professor  of  health  systems 
management  at  the  Tulane  University  School  of 
Public  Health  and  Tropical  Medicine.  He  also 
holds  appointments  with  Tulane's  Freeman  School 
of  Business.  School  of  Law,  and  graduate  faculty 
and  is  the  director  of  the  master  of  medical  man- 
agement degree  program.  Dr.  Long  has  taught  at 
Yale  University,  Stanford  University,  San  Jose  State 
University,  and  Ohio  State  University.  He  is  acting 


chair  of  the  Medicare  Geographic  Classification 
Review  Board.  Dr.  Long  has  served  as  a  witness 
and  ad  hoc  adviser  on  health  care  financing  to  the 
U.S.  House  of  Representatives'  Committee  on 
Ways  and  Means  and  to  the  U.S.  Senate  Committee 
on  Finance.  He  has  written  numerous  articles  on 
health  care  financing  and  management  and  serves 
on  the  editorial  board  of  Decisions  in  Imaging  Eco- 
nomics. He  is  also  a  member  of  the  Louisiana  bar. 
Dr.  Long  received  a  B.A.  from  Ohio  State  Universi- 
ty, an  M.B.A.  and  a  Ph.D.  in  business  administra- 
tion and  finance  from  Stanford  University,  and  a 
J.D.  from  the  Tulane  University  School  of  Law. 

William  A.  MacBain 

William  A.  MacBain  is  executive  director, 
Geisinger  Health  Plan,  Inc.,  and  senior  vice  presi- 
dent. Health  Plan  Operations-New  York,  of  the 
Geisinger  Health  System.  He  is  also  a  board  mem- 
ber and  past  chairman  of  the  Managed  Care  Asso- 
ciation of  Pennsylvania  and  a  board  member  of  the 
American  Association  of  Health  Plans.  Before  join- 
ing Geisinger,  Mr.  MacBain  was  chief  operating 
officer  at  HMO  of  Western  Pennsylvania.  Formerly, 
he  was  director  of  operations  at  HMO  of  Okla- 
homa, vice  president  of  finance  with  the  Nassau 
Plan  for  Healthcare,  and  director  of  administra- 
tion/planning at  PrePaid  Health  Plan.  Before  that, 
he  was  assistant  director  of  operations  at  Health 
Services  Association,  and  a  public  health  investiga- 
tor with  the  New  York  State  Health  Department.  He 
received  a  B.A.  and  an  M.H.A.  from  Cornell  Uni- 
versity 

Robert  J.  Myers 

Robert  J.  Myers  was  chief  actuary  of  the  Social 
Security  Administration  from  1947  to  1970  and 
deputy  commissioner  of  Social  Security  from  1981 
to  1982.  Currently,  he  is  a  member  of  the  Commit- 
tee of  Actuaries  of  the  United  Nations  Joint  Staff 
Pension  Fund,  as  well  as  president  of  the  Interna- 
tional Fisheries  Commissions  Pension  Society.  He 
is  a  trustee  for  several  organizations,  including  the 
investment  program  of  the  American  Association 
of  Retired  Persons.  An  active  participant  in  retire- 
ment and  pension  plan  issues,  Dr.  Myers  chaired 
the  Commission  on  Railroad  Retirement  Reform 
(1988-90)  and  the  Railroad  Unemployment  Com- 
pensation Committee  (1983-85).  He  served  on  the 
Commission  on  the  Social  Security  "Notch"  Issue 
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(1993-94)  and  was  executive  director  of  the 
National  Commission  on  Social  Security  Reform 
(1982-83).  In  addition,  Dr.  Myers  has  served  as  an 
actuarial  consultant  to  various  congressional  com- 
mittees, as  a  technical  adviser  on  Social  Security 
and  pension  programs  to  numerous  foreign  coun- 
tries, and  as  president  of  both  the  American  Acad- 
emy of  Actuaries  and  the  Society  of  Actuaries.  He 
has  published  widely  on  topics  related  to  Social 
Security  and  retirement,  and  is  professor  emeritus 
at  Temple  University.  He  received  a  B.S.  degree 
from  Lehigh  University,  an  M.S.  degree  from  the 
University  of  Iowa,  and  honorary  degrees  from 
Lehigh  University  and  Muhlenberg  College. 

Glenda  Rosenbloom 

Glenda  Rosenbloom  is  president  of  Rosenbloom 
and  Associates.  From  1983  to  1995,  she  was  vice 
president  of  prospective  payment  for  American 
Medical  International.  Previously,  she  was  health 
care  consulting  manager  at  Ernst  &  Whinney, 
where  she  was  responsible  for  training  hospital  per- 
sonnel implementing  the  Medicare  prospective 
payment  system.  From  1972  to  1982,  Ms.  Rosen- 
bloom was  senior  director  for  Medicare  provider 
payment  at  the  Blue  Cross  Blue  Shield  Association. 
Before  that,  she  was  audit  supervisor  at  Peat,  Mar- 
wick,  Mitchell.  Ms.  Rosenbloom  cochaired  the 
Medicare  Technical  Advisory  Group.  She  served 
on  the  board  of  the  Federation  of  American  Health 
Systems,  chaired  its  legislative  committee,  and  was 
vice  chair  of  its  health  care  financing  committee. 
She  received  a  B.S.  from  the  University  of  Illinois 
and  is  a  certified  public  accountant. 

Gerald  M.  Shea 

Gerald  M.  Shea  is  assistant  to  the  president  for 
government  affairs  of  the  American  Federation  of 
Labor-Congress  of  Industrial  Organizations.  Previ- 
ously, he  served  there  as  executive  assistant  to  both 
the  president  and  the  secretary-treasurer,  and  was 
director  of  the  employee  benefits  department.  Mr. 
Shea  also  headed  the  A.F.L.-C.I.O.'s  health  care 
reform  campaign.  His  prior  experience  includes  12 
years  with  the  national  office  of  the  Service 
Employees  International  Union,  where  he  held  var- 
ious positions,  including  assistant  to  the  president 
for  government  affairs  and  health  care  division 
director.  Before  that,  he  was  executive  director  and 
business  manager  of  two  local  union  offices.  Mr. 


Shea  is  a  member  of  the  Joint  Commission  on  the 
Accreditation  of  Health  Care  Organizations  and  the 
Advisory  Board  of  the  Social  Security  Administra- 
tion. He  received  a  B.A.  from  Boston  College. 

Roxane  B.  Spitzer 

Roxane  B.  Spitzer  is  professor  and  associate 
dean  for  practice  management  at  Vanderbilt  Uni- 
versity School  of  Nursing,  professor  of  manage- 
ment at  Vanderbilf  s  Owen  Graduate  School  of 
Management,  and  executive  director  of  University 
Community  Health  Systems.  Previously,  she  was 
vice  president  of  managed  care  at  MEDICUS  Sys- 
tems. She  also  has  been  corporate  vice  president  of 
St.  Joseph  Health  System  and  chief  operating  offi- 
cer of  the  Good  Samaritan  Hospital  in  Los  Ange- 
les. She  holds  various  professorships  at  Texas  Tech 
University  Health  Sciences  Center;  University  of 
Southern  California;  University  of  California,  Los 
Angeles;  and  Vanderbilt  University.  From  1981  to 
1988,  Dr.  Spitzer  was  vice  president,  patient  care 
services,  at  Cedars-Sinai  Medical  Center.  Previous- 
ly, she  was  director  of  nursing  and  practiced  nurs- 
ing in  both  inpatient  and  public  health  settings.  She 
is  a  fellow  of  the  American  Academy  of  Nursing,  a 
diplomate  of  the  American  College  of  Healthcare 
Executives,  and  serves  on  many  other  boards.  She 
received  a  B.S.  from  Adelphi  University,  an  M.A. 
in  nursing  service  administration  from  Columbia 
University,  and  both  an  M.A.  in  management  and 
an  M.B.A.  from  Claremont  Graduate  School.  Dr. 
Spitzer  holds  a  Ph.D.  in  management  from  the 
Peter  Drucker  Management  Center,  Claremont 
Graduate  School. 

James  R.  Tallon  Jr. 

James  R.  Tallon  Jr.  is  president  of  the  United 
Hospital  Fund  of  New  York.  He  also  chairs  the 
Kaiser  Commission  on  the  Future  of  Medicaid  and 
is  a  visiting  lecturer  at  the  Harvard  University 
School  of  Public  Health.  In  addition,  Mr.  Tallon  is  a 
member  of  the  board  of  commissioners  of  the  Joint 
Commission  on  the  Accreditation  of  Healthcare 
Organizations.  He  serves  on  the  boards  of  the 
Alliance  for  Health  Reform,  the  Alpha  Center  for 
Health  Planning,  the  Association  for  Health  Ser- 
vices Research,  the  Commonwealth  Fund,  and  the 
New  York  Academy  of  Medicine.  Prior  to  joining 
the  United  Hospital  Fund,  he  was  the  majority  lead- 
er of  the  New  York  State  Assembly,  where  he 
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served  for  19  years  beginning  in  1975.  Mr.  Tallon 
was  a  member  of  the  executive  committee  of  the 
National  Academy  for  State  Health  Policy  and  was 
liaison  from  the  National  Conference  of  State  Leg- 
islatures to  the  President's  Task  Force  on  Health 
Care  Reform.  Before  his  election  to  the  Assembly. 
Mr.  Tallon  was  the  executive  director  of  the  NY- 
PENN  Health  Planning  Council.  He  received  a  B.A. 
from  Syracuse  University  and  an  M.A.  from  Boston 
University.  Mr  Tallon  also  holds  honorary  degrees 
from  the  College  of  Medicine  and  School  of  Gradu- 
ate Studies  of  the  State  University  of  New  York 
Health  Science  Center  in  Brooklyn,  and  New  York 
Medical  College. 

Jae  L.  VVittlich 

Jae  L.  VVittlich  is  president  and  chief  operating 
officer,  group  operations,  CNA  Insurance  Compa- 
nies. He  also  served  as  vice  president  of  the  group 
benefits  department  from  1985  to  1990  and  as  vice 


president  of  the  group  operations  division  from 
1977  to  1985.  Before  joining  CNA  Insurance,  Mr. 
Wittlich  was  with  Allstate  for  12  years,  most 
recently  as  assistant  vice  president  of  group  life  and 
health  operations.  He  is  currently  chairman  of  the 
board  of  directors  of  the  Health  Insurance  Associa- 
tion of  America.  Besides  being  a  member  of  the 
executive  committee  and  board  of  directors  of  the 
Association  of  Private  Pension  and  Welfare  Plans, 
he  serves  on  the  boards  of  directors  of  Ameri- 
Choice  Corporation;  the  Foundation  for  Health 
Enhancement;  Managed  Healthcare  Systems  of 
New  York;  and  Private  Healthcare  Systems,  Inc.  In 
addition,  Mr.  Wittlich  has  served  on  many  other 
industry  association  committees  and  lectured  fre- 
quently on  health  care  topics.  He  received  the  1990 
Health  Insurance  Association  of  America's 
Founders  Medal.  Mr.  Wittlich  is  a  fellow  of  the 
Society  of  Actuaries  and  a  member  of  the  Ameri- 
can Academy  of  Actuaries.  He  holds  B.A.  and 
M.A.  degrees  from  the  University  of  Michigan. 


Appendix  C.  Statutory  Mandate  of  the  Commission 


The  Congress  established  the  Prospective  Pay- 
ment Assessment  Commission  (ProPAC)  in  Public 
Law  98-21  (the  Social  Security  Amendments  of 
1983)  on  April  20,  1983.  The  current  responsibili- 
ties of  ProPAC  are  set  forth  in  sections  1862(a)  and 
1886  of  the  Social  Security  Act.  Further  responsi- 
bilities are  set  forth  in  various  Acts  and  confer- 
ences reports.  Below  are  the  passages  of  the  rele- 
vant legislative  sources,  as  amended  through  1994. 

Section  1886(d)  of  the  Social  Security  Act 

(4)(C)(i)  The  Secretary  shall  adjust  the  classifi- 
cations and  weighting  factors  established  under 
subparagraphs  (A)  and  (B)  [DRG  classifications], 
for  discharges  in  fiscal  year  1988  and  at  least  annu- 
ally thereafter,  to  reflect  changes  in  treatment  pat- 
terns, technology,  and  other  factors  which  may 
change  the  relative  use  of  hospital  resources. 

(ii)  For  discharges  in  fiscal  year  1990.  the  Secre- 
tary shall  reduce  the  weighting  factor  for  each  diag- 
nosis-related group  by  1.22  percent. 

(iii)  Any  such  adjustment  under  clause  (i)  for 
discharges  in  a  fiscal  year  (beginning  with  fiscal 
year  1991)  shall  be  made  in  a  manner  that  assures 
that  the  aggregate  payments  under  this  subsection 
for  discharges  in  the  fiscal  year  are  not  greater  or 
less  than  those  that  would  have  been  made  for  dis- 
charges in  the  year  without  such  adjustment. 

(iv)  The  Secretary  shall  include  recommenda- 
tions with  respect  to  adjustments  to  weighting  fac- 
tors under  clause  (i)  in  the  annual  report  to  Con- 
gress required  under  subsection  (e)(3)(B). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)(A)  The  Director  of  the  Congressional  Office 
of  Technology  Assessment  (hereinafter  in  this  sub- 
section referred  to  as  the  "Director"  and  the 
"Office,"  respectively)  shall  provide  for  appoint- 
ment of  a  Prospective  Payment  Assessment  Com- 
mission (hereinafter  in  this  subsection  referred  to 
as  the  "Commission"),  to  be  composed  of  indepen- 
dent experts  appointed  by  the  Director  (without 


regard  to  the  provisions  of  title  5.  United  States 
Code,  governing  appointments  in  the  competitive 
service).  The  Commission  shall  review  the  applica- 
ble percentage  increase  factor  described  in  subsec- 
tion (b)(3)(B)  and  make  recommendations  to  the 
[Congress]  on  the  appropriate  percentage  change 
which  should  be  effected  for  hospital  inpatient  dis- 
charges under  subsections  (b)  and  (d)  for  fiscal 
years  beginning  with  fiscal  year  1986.  In  making 
its  recommendations,  the  Commission  shall  take 
into  account  changes  in  the  hospital  market-basket 
described  in  subsection  (b)(3)(B),  hospital  produc- 
tivity, technological  and  scientific  advances,  the 
quality  of  health  care  provided  in  hospitals  (includ- 
ing the  quality  and  skill  level  of  professional  nurs- 
ing required  to  maintain  quality  care),  and  long- 
term  cost-effectiveness  in  the  provision  of  inpatient 
hospital  services. 

(B)  In  order  to  promote  the  efficient  and  effec- 
tive delivery  of  high-quality  health  care  services, 
the  Commission  shall,  in  addition  to  carrying  out 
its  functions  under  subparagraph  (A),  study  and 
make  recommendations  for  each  fiscal  year 
regarding  changes  in  each  existing  reimbursement 
policy  under  this  title  under  which  payments  to  an 
institution  are  based  upon  prospectively  deter- 
mined rates  and  the  development  of  new  institu- 
tional reimbursement  policies  under  this  title, 
including  recommendations  related  to  payments 
during  such  fiscal  year  under  the  prospective  pay- 
ment system  established  under  this  section  for 
determining  payments  for  the  operating  costs  of 
inpatient  hospital  services,  including  changes  in 
the  number  of  diagnosis-related  groups  used  to 
classify  inpatient  hospitals  discharges  under  sub- 
section (d),  adjustments  to  such  groups  to  reflect 
severity  of  illness,  and  changes  in  the  methods  by 
which  hospitals  are  reimbursed  for  capital-related 
costs,  together  with  general  recommendations  on 
the  effectiveness  and  quality  of  health  care  deliv- 
ery systems  in  the  United  States  and  the  effects  on 
such  systems  of  institutional  reimbursements 
under  this  title. 

(C)  By  not  later  than  June  1  of  each  year,  the 
Commission  shall  submit  a  report  to  Congress  con- 
taining an  examination  of  issues  affecting  health 
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care  delivery  in  the  United  States,  including  issues 
relating  to — 

(i)  trends  in  health  care  costs; 

(ii)  the  financial  condition  of  hospitals  and  the 
effect  of  the  level  of  payments  made  to  hospitals 
under  this  title  on  such  condition; 

(iii)  trends  in  the  use  of  health  care  services; 

and 

(iv)  new  methods  used  by  employers,  insurers, 
and  others  to  constrain  growth  in  health  care  costs. 

(3)  (A)  The  Commission,  not  later  than  March  1 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1986)  shall  report  its  recommenda- 
tions to  Congress  on  an  appropriate  change  factor 
which  should  be  used  for  inpatient  hospital  services 
in  that  fiscal  year,  together  with  its  general  recom- 
mendations under  paragraph  (2)(B)  regarding  the 
effectiveness  and  quality  of  health  care  delivery 
systems  in  the  United  States. 

(B)  The  Secretary,  not  later  than  April  1,  1987, 
for  fiscal  year  1988  and  not  later  than  March  1, 
before  the  beginning  of  each  fiscal  year  (beginning 
with  fiscal  year  1989),  shall  report  to  the  Congress 
the  Secretary's  initial  estimate  of  the  percentage 
change  that  the  Secretary  will  recommend  under 
paragraph  (4)  with  respect  to  that  fiscal  year. 

(4)  (A)  Taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary  shall  rec- 
ommend for  each  fiscal  year  (beginning  with  fiscal 
year  1988)  an  appropriate  change  factor  for  inpa- 
tient hospital  services  for  discharges  in  that  fiscal 
year  which  will  take  into  account  amounts  neces- 
sary for  the  efficient  and  effective  delivery  of  medi- 
cally appropriate  and  necessary  care  of  high  quali- 
ty. The  appropriate  change  factor  may  be  different 
for  all  large  urban  subsection  (d)  hospitals,  other 
urban  subsection  (d)  hospitals,  urban  subsection  (d) 
Puerto  Rico  hospitals,  rural  subsection  (d)  hospi- 
tals, and  rural  subsection  (d)  Puerto  Rican  hospi- 
tals, and  all  other  hospitals  and  units  not  paid  under 
subsection  (d),  and  may  vary  among  such  other 
hospitals  and  units. 

(B)  In  addition  to  the  recommendation  made  under 
subparagraph  (A),  the  Secretary  shall,  taking  into  con- 


sideration the  recommendations  of  the  Commission 
under  paragraph  (2)(B),  recommend  for  each  fiscal 
year  (beginning  with  fiscal  year  1992)  other  appropri- 
ate changes  in  each  existing  reimbursement  policy 
under  this  title  under  which  payments  to  an  institution 
are  based  upon  prospectively  determined  rates. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than — 

(A)  the  May  1  before  each  fiscal  year  (beginning 
with  fiscal  year  1986),  the  Secretary's  proposed 
recommendations  under  paragraph  (4)  for  that  fis- 
cal year  for  public  comment,  and 

(B)  the  September  1  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the  pro- 
posal as  is  feasible  in  the  time  available,  the  Secre- 
tary's final  recommendations  under  such  paragraph 
for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year.  To  the 
extent  that  the  Secretary's  recommendations  under 
paragraph  (4)  differ  from  the  Commission's  recom- 
mendations for  that  fiscal  year,  the  Secretary  shall 
include  in  the  publication  referred  to  in  subparagraph 
(A)  an  explanation  of  the  Secretary's  grounds  for  not 
following  the  Commission's  recommendations. 

(6)  (A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  may  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  health  facility 
management,  reimbursement  of  health  facilities  or 
other  providers  of  services  which  reflect  the  scope 
of  the  Commission's  responsibilities,  and  other 
related  fields,  who  provide  a  mix  of  different  pro- 
fessional, broad  geographic  representation,  and  a 
balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 
nurses,  employers,  third  party  payors,  individuals 
skilled  in  the  conduct  and  interpretation  of 
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biomedical,  health  services,  and  health  economics 
research,  and  individuals  having  expertise  in  the 
research  and  development  of  technological  and 
scientific  advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office  deems 
necessary  to  assure  the  efficient  administration  of 
the  Commission,  the  Commission  may — 

(i)  employ  and  fix  the  compensation  of  an  Exec- 
utive Director  (subject  to  the  approval  of  the  Direc- 
tor of  the  Office)  and  such  other  personnel  (not  to 
exceed  25)  as  may  be  necessary  to  carry  out  its 
duties  (without  regard  to  the  provisions  of  the  title 
5,  United  States  Code,  governing  appointments  in 
the  competitive  serv  ice); 

(ii)  seek  such  assistance  and  support  as  may  be 
required  in  the  performance  of  its  duties  from 
appropriate  Federal  departments  and  agencies; 

(iii)  enter  into  contracts  or  make  other  arrange- 
ments, as  may  be  necessary  for  the  conduct  of  the 
work  of  the  Commission  (without  regard  to  section 
3709  of  the  Revised  Statutes  (41  U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  payments 
which  relate  to  the  work  of  the  Commission; 

(v)  provide  transportation  and  subsistence  for 
persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as  it 
deems  necessary  with  respect  to  the  internal  organi- 
zation and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a  Com- 
mission meeting  if  the  Commission,  by  majority 
vote,  determines  that  such  portion  of  such  meeting 
should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel 
expenses,  as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of  the 


Commission  may  be  provided  a  physician  compara- 
bility allowance  by  the  Commission  in  the  same 
manner  as  Government  physicians  may  be  provided 
such  an  allowance  by  an  agency  under  section  5948 
of  title  5,  United  States  Code,  and  for  such  purpose 
subsection  (i)  of  such  section  shall  apply  to  the 
Commission  in  the  same  manner  as  it  applies  to  the 
Tennessee  Valley  Authority.  For  purposes  of  pay 
(other  than  pay  of  members  of  the  Commission)  and 
employment  benefits,  rights,  and  privileges,  all  per- 
sonnel of  the  Commission  shall  be  treated  as  if  they 
were  employees  of  the  United  States  Senate. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on 
regional  variations  of  medical  practice  and  lengths 
of  hospitalization  and  on  other  patient-care  data, 
giving  special  attention  to  treatment  patterns  for 
conditions  which  appear  to  involve  excessively 
costly  or  inappropriate  services  not  adding  to  the 
quality  of  care  provided.  In  order  to  assess  the  safe- 
ty, efficacy,  and  cost-effectiveness  of  new  and  exist- 
ing medical  and  surgical  procedures,  the  Commis- 
sion shall,  in  coordination  to  the  extent  possible 
with  the  Secretary,  collect  and  assess  factual  infor- 
mation, giving  special  attention  to  the  needs  of 
updating  existing  diagnosis-related  groups,  estab- 
lishing new  diagnosis-related  groups,  and  making 
recommendations  on  relative  weighting  factors  for 
such  groups  to  reflect  appropriate  differences  in 
resource  consumption  in  delivering  safe,  effica- 
cious, and  cost-effective  care.  In  collecting  and 
assessing  information,  the  Commission  shall — 

(i)  utilize  existing  information,  both  published  and 
unpublished,  where  possible,  collected  and  assessed 
either  by  its  own  staff  or  under  other  arrangements 
made  in  accordance  with  this  paragraph; 

(ii)  carry  out,  award  grants  or  contracts  for,  orig- 
inal research  and  experimentation,  including  clini- 
cal research,  where  existing  information  is  inade- 
quate for  the  development  of  useful  and  valid 
guidelines  by  the  Commission;  and 

(iii)  adopt  procedures  allowing  any  interested 
party  to  submit  information  with  respect  to  medical 
and  surgical  procedures  and  services  (including 
new  practices,  such  as  the  use  of  new  technologies 
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and  treatment  modalities),  which  information  the 
Commission  shall  consider  in  making  reports  and 
recommendations  to  the  Secretary  and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(ii)  In  order  to  carry  out  its  duties  under  this  para- 
graph, the  Office  is  authorized  to  expend  reasonable 
and  necessary  funds  as  mutually  agreed  upon  by  the 
Office  and  the  Commission.  The  Office  shall  be  reim- 
bursed for  such  funds  by  the  Commission  from  the 
appropriations  made  with  respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  periodic 
audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insur- 
ance Trust  Fund,  and  15  percent  of  such  appropria- 
tion shall  be  payable  from  the  Federal  Supplemen- 
tary Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations,  but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or  part 
B  for  any  expenses  incurred  for  items  or  services — 

(1)(A)  which,  except  for  items  and  services 
described  in  a  succeeding  subparagraph,  are  not 
reasonable  and  necessary  for  the  diagnosis  or  treat- 
ment of  illness  or  injury  or  to  improve  the  function- 
ing of  a  malformed  body  member, 


(B)  in  the  case  of  items  and  services  described  in 
section  1 861(s)(  10),  which  are  not  reasonable  and  , 
necessary  for  the  prevention  of  illness, 

; 

(C)  in  the  case  of  hospice  care,  which  are  not 
reasonable  and  necessary  for  the  palliation  or  man- 
agement of  terminal  illness, 

(D)  in  the  case  of  clinical  care  items  and  services 
provided  with  the  concurrence  of  the  Secretary  and 
with  respect  to  research  and  experimentation  con- 
ducted by,  or  under  contract  with,  the  Prospective 
Payment  Assessment  Commission  or  the  Secretary, 
which  are  not  reasonable  and  necessary  to  carry  out 
the  purposes  of  section  1886(e)(6), .  .  . 

Section  1135(d)  of  the  Social  Security  Act 

(6)  (A)  The  Secretary  shall  develop  a  model  sys- 
tem for  the  payment  for  outpatient  hospitals  ser- 
vices other  than  ambulatory  surgery. 

(B)  The  Secretary  shall  submit  to  Congress  a 
report  on  the  model  payment  system  under  sub- 
paragraph (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  views  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  (1)  and  1 
(6),  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

I 

Section  9114  of  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985,  Pub.  L. 
99-272 

(a)  Disclosure  of  Information. — The  Secretary  of 
Health  and  Human  Services  shall  make  available  to 
the  Prospective  Payment  Assessment  Commission,  the 
Congressional  Budget  Office,  and  the  Congressional 
Research  Service  the  most  current  information  on  the 
payments  being  made  under  section  1886  of  the  Social 
Security  Act  to  individual  hospitals.  Such  information 
shall  be  made  available  in  a  manner  that  permits  exam-  1 
ination  of  the  impact  of  such  section  on  such  hospitals. 

s 

(b)  Confidentiality. — Information  disclosed  1 
under  subsection  (a)  shall  be  treated  as  confidential 
and  shall  not  be  subject  to  further  disclosure  in  a  . 
manner  that  permits  the  identification  of  individual  1 
hospitals. 
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Section  6003(i)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1989,  Pub.  L.  101-239: 
Legislative  Proposal  Eliminating  Separate 
Average  Standardized  Amounts 

(1)  In  General. — The  Secretary  of  Health  and 
Human  Sen  ices  (hereafter  referred  to  as  the  "Secre- 
tary") shall  design  a  legislative  proposal  eliminating 
the  system  of  determining  separate  standardized 
amounts  for  subsection  (d)  hospitals  (as  defined  in 
section  1886(d)(1)(B)  of  the  Social  Security  Act)  clas- 
sified as  being  located  in  large  urban,  other  urban,  or 
rural  areas  under  section  1886(d)(2)(D)  of  such  Act. 
and  shall  include  in  such  proposal  the  following — 

(A)  A  transition  period  beginning  in  fiscal  year 
1992  during  which  a  single  rate  for  determining 
payment  to  hospitals  in  all  areas  shall  be  phased  in 

[  with  such  single  rate  to  be  completely  in  effect  by 
fiscal  year  1995. 

(B)  Recommendations,  where  appropriate,  for 
modifying  or  maintaining  additional  payments  or 
adjustments  under  title  XVIII  of  the  Social  Security 
Act  for  teaching  hospitals,  rural  referral  centers, 
sole  community  hospitals,  disproportionate  share 

.  hospitals,  and  outlier  cases,  and  for  creating  addi- 
tional payments  or  adjustments  where  deemed 
appropriate  by  the  Secretary. 

(C)  Recommendations  with  respect  to  recalculat- 
ing standardized  amounts  to  reflect  information 
from  more  recent  cost  reporting  periods. 

(D)  Recommendations,  where  appropriate,  for 
modifying  reimbursement  for  hospitals  that  are  not 
subsection  (d)  hospitals  under  title  XVIII  of  such  Act. 

(E)  A  recommendation  for  a  methodology  to 
reflect  the  severity  of  illness  of  different  patients 
within  the  same  diagnosis  related  group  (as  deter- 
mined in  section  1886(d)(4)(B)  of  such  Act). 

(2)  Report  to  Congress  and  ProPAC. — (A)  Not 
<  later  than  October  I,  1990,  the  Secretary  shall 
i  submit  the  proposal  described  in  paragraph  (1)  and 

an  accompanying  analysis  of  the  impact  of  the  pro- 
I  posed  elimination  of  separate  average  standardized 
!  amounts  on  various  categories  of  hospitals  to  Con- 
!  gress  and  the  Prospective  Payment  Assessment 

Commission. 


(B)  Not  later  than  February  1,  1991,  the 
Prospective  Payment  Assessment  Commission  and 
the  Director  of  the  Congressional  Budget  Office 
shall  each  prepare  and  submit  to  Congress  a  report 
analyzing  the  legislative  proposal  submitted  under 
subparagraph  (A),  and  shall  include  in  such  report 
an  analysis  of  the  probable  impact  of  such  legisla- 
tion on  hospitals  participating  in  the  Medicare  pro- 
gram. 

Section  6003(j)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1989,  Pub.  L.  101-239: 
ProPac  Study  of  Payments  to  Rural  Sole 
Community  Hospitals  and  Small  Rural 
Hospitals 

(1)  Study. —  The  Prospective  Payment  Assess- 
ment Commission  (hereinafter  referred  to  as  the 
"Commission")  shall  conduct  a  study  of  the  feasi- 
bility and  desirability  of — 

(A)  using  a  cost-based  reimbursement  sys- 
tem to  determine  the  amount  of  payments  to  be 
made  under  the  Medicare  program  to  small  rural 
hospitals  and  rural  sole  community  hospitals  for 
the  operating  costs  of  inpatient  hospital  services; 

(B)  developing  and  applying  alternative  defi- 
nitions of  market  share  for  use  in  determining  the 
eligibility  of  hospitals  for  classification  as  sole 
community  hospitals  under  section  1886(d)(5)  of 
the  Social  Security  Act;  and 

(C)  developing  and  applying  a  method  for 
accounting  for  decreases  in  the  number  of  inpa- 
tients served  in  determining  payment  to  small  rural 
hospitals  under  section  1886(d)  of  the  Social  Secu- 
rity Act  for  the  operating  costs  of  inpatient  hospital 
services. 

(2)  Report. — By  not  later  than  May  1,  1990,  the 
Commission  shall  submit  a  report  to  Congress  on 
the  study  conducted  under  paragraph  (1). 

Section  6011  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239 
Pass  Through  Payments  for  Hemophilia 
Inpatients 

(a)  Pass  Through  Payment  for  Hemophilia  Inpa- 
tients.— The  second  sentence  of  section  1886(a)(4) 
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of  the  Social  Security  Act ...  is  amended  to  read  as 
follows — 

For  purposes  of  this  section,  the  term 
"operating  cost  of  inpatient  hospital  ser- 
vices" .  .  .  does  not  include  .  .  .  costs  with 
respect  to  administering  blood  clotting 
factors  to  individual  with  hemophilia. 

(b)  Determining  Payment  Amount. — The  Sec- 
retary of  Health  and  Human  Services  shall  deter- 
mine the  amount  of  payment  made  to  hospitals 
under  part  A  of  title  XVIII  of  the  Social  Security 
Act  for  the  costs  of  administering  blood  clotting 
factors  to  individuals  with  hemophilia  by  multi- 
plying a  predetermined  price  per  unit  of  blood 
clotting  factor  (determined  in  consultation  with 
the  Prospective  Payment  Assessment  Commis- 
sion) by  the  number  of  units  provided  to  the  indi- 
vidual. 

(c)  Recommendations  on  Payments. — The 
Prospective  Payment  Assessment  Commission  and 
the  Health  Care  Financing  Administration  shall 
develop  recommendations  with  respect  to  payments 
under  part  A  of  title  XVIII  of  the  Social  Security 
Act  for  the  costs  of  administering  blood  clotting 
factors  to  individuals  with  hemophilia,  and  shall 
submit  such  recommendations  to  Congress  not  later 
than  1 8  months  after  the  date  of  enactment  of  this 
Act. 

Section  6137  of  the  Omnibus  Budget 
Reconciliation  Act  of  1989,  Pub.  L.  101-239: 
ProPAC  Study  of  Payments  for  Services  in 
Hospital  Outpatient  Departments 

(a)  In  General. — The  Prospective  Payment 
Assessment  Commission  shall  conduct  a  study  on 
payment  under  title  XVIII  of  the  Social  Security 
Act  for  hospital  outpatient  services.  Such  study 
shall  include  an  examination  of — 

( 1 )  the  sources  of  growth  in  spending  for  hos- 
pital outpatient  services; 

(2)  the  differences  between  the  costs  of  deliv- 
ering services  in  a  hospital  outpatient  department 
as  opposed  to  providing  similar  services  in  other 
appropriate  settings  (including  ambulatory  surgery 
centers  and  physician  offices); 


(3)  the  effects  on  outpatient  hospital  costs  of 
the  step-down  method  used  to  allocate  hospital  cap- 
ital between  inpatient  and  outpatient  departments 
and  the  extent  to  which  hospital  outpatient  costs 
were  affected  by  the  implementation  of  the 
prospective  payment  system  of  payment  for  inpa- 
tient hospital  services  and  by  increased  review  of 
such  services  by  peer  review  organizations;  and 

(4)  alternative  methods  for  reimbursing  hospi- 
tals for  services  in  outpatient  departments  under  the 
Medicare  program,  including  prospective  payment 
methods,  fee  schedules,  and  other  such  methods  as 
the  Commission  may  consider  appropriate. 

(b)  Reports. — (1)  By  not  later  than  July  1,  1990, 
the  Commission  shall  submit  a  report  to  Congress 
on  the  study  conducted  under  section  (a)  with 
respect  to  the  portions  of  the  study  described  in 
paragraphs  (1),  (2),  and  (3)  of  such  subsection,  and 
shall  include  in  the  report  such  recommendations 
as  the  Commission  deems  appropriate. 

(2)  By  not  later  than  March  1,  1991,  the  Com- 
mission shall  submit  a  report  to  Congress  on  the 
study  conducted  under  subsection  (a)  with  respect  to 
the  portion  of  the  study  described  in  paragraph  (4)  of 
such  subsection,  and  shall  include  such  recommen- 
dations as  the  Commission  deems  appropriate. 

Section  4002(d)(2)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
Study  of  the  Area  Wage  Index  Adjustments 
Based  on  Professional  Occupational  Compo- 
nent 

(A)  Study. — The  Prospective  Payment  Assess- 
ment Commission  shall  examine  available  data 
from  States  and  other  sources  measuring  earnings 
and  paid  hours  of  employment  of  hospital  workers 
by  occupational  category,  and  shall  include  in  such 
examination  an  analysis  of  the  impact  of  variation 
in  occupational  mix  on  the  computation  of  the  area 
wage  index  determined  under  section  1886(d)(3(E) 
of  the  Social  Security  Act. 

(B)  Report  to  Congress. — In  its  March  1991 
report,  the  Commission  shall  include  recommenda- 
tions regarding  the  feasibility  and  desirability  of 
modifying  such  area  wage  index  to  take  into 
account  occupational  mix,  including  variations  in 
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occupational  mix  resulting  from  differences  in 
State  codes  and  requirements. 

Section  4002(g)(4)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
ProPAC  Study  of  Medicaid  Payments  to 
Hospitals 

(A)  Study. — The  Prospective  Payment  Assess- 
ment Commission  shall  conduct  a  study  of  hos- 
pital payment  rates  under  State  plans  for  medi- 
cal assistance  under  title  XIX  of  the  Social 
Security  Act,  and  shall  specifically  examine  in 
such  study  the  relationship  between  payments 
under  such  plans  and  payments  made  to  hospi- 
tals under  title  XVIII  of  such  Act,  and  the  finan- 
cial condition  of  hospitals  receiving  payments 
under  such  plans,  with  particular  attention  to 
hospitals  in  urban  areas  which  treat  large  num- 
ber of  individuals  eligible  for  medical  assistance 
under  title  XIX  of  such  Act  and  other  low- 
income  individuals. 

(B)  Report. — By  not  later  than  October  1,  1991, 
the  Commission  shall  submit  a  report  to  Congress 
on  the  study  conducted  under  subparagraph  (A) 

:  and  shall  include  in  such  report  such  recommenda- 
tions relating  to  requirements  for  payments  to  hos- 
pitals under  title  XIX  of  such  Act  as  the  Commis- 
sion deems  appropriate. 

Section  4005(b)  of  the  of  the  Omnibus  Bud- 
get Reconciliation  Act  of  1990,  Pub.  L.  101- 
508:  Development  of  National  Prospective 
Payment  Rates  for  Current  Non-PPS  Hospi- 
tals 

(1)  Development  of  Proposal. — The  Secretary 
-    of  Health  and  Human  Services  shall  develop  a 
proposal  to  modify  the  current  system  under 
which  hospitals  that  are  not  subsection  (d)  hospi- 
:    tals  (as  defined  in  section  1886(d)(1)(B)  of  the 
Social  Security  Act)  receive  payment  for  the 
operating  and  capital-related  costs  of  inpatient 
i    hospital  services  under  part  A  of  the  Medicare 
program  or  a  proposal  to  replace  such  system 
with  a  system  under  which  such  payments  would 
be  made  on  the  basis  of  nationally-determined 
average  standardized  amounts.  In  developing  any 
proposal  under  this  paragraph  to  replace  the  cur- 
rent system  with  a  prospective  payment  system, 
the  Secretary  shall — 


(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a  hos- 
pital's case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase  the 
payment  otherwise  made  under  such  system  in  the 
case  of  services  provided  to  patients  whose  length  of 
stay  or  costs  of  treatment  greatly  exceed  the  length  of 
stay  or  cost  of  treatment  provided  for  under  the  appli- 
cable prospectively  determined  payment  rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  costs  related  to  graduate  medical 
education  programs,  differences  in  wages  and 
wage-related  costs  among  hospitals  located  in  vari- 
ous geographic  areas,  and  other  factors  the  Secre- 
tary considers  appropriate,  and 

(E)  provide  for  the  appropriate  allocation  of 
operating  and  capital-related  costs  of  hospitals  not 
subject  to  the  new  prospective  payment  system  and 
distinct  units  of  such  hospitals  that  would  be  paid 
under  such  system. 

(2)  Report.— (A)  By  not  later  than  April  1,  1992, 
the  Secretary  shall  submit  the  proposal  developed 
under  paragraph  (1)  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  June  1,  1992,  the  Prospec- 
tive Payment  Assessment  Commission  shall  sub- 
mit an  analysis  of  and  comments  on  the  proposal 
developed  under  paragraph  ( 1 )  to  the  Committee 
on  Finance  of  the  Senate  and  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives. 

Section  4008(k)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508: 
Prospective  Payment  System  for  Skilled 
Nursing  Facilities 

( 1 )  Development  of  Proposal. — The  Secretary  of 
Health  and  Human  Services  shall  develop  a  proposal 
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to  modify  the  current  system  under  which  skilled 
nursing  facilities  receive  payment  for  extended  care 
services  under  part  A  of  the  Medicare  program  or  a 
proposal  to  replace  such  system  with  a  system  under 
which  such  payments  would  be  made  on  the  basis  of 
prospectively  determined  rates.  In  developing  any 
proposal  under  this  paragraph  to  replace  the  current 
system  with  a  prospective  payment  system,  the  Sec- 
retary shall — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program  without  jeopardizing 
access  to  extended  care  services  for  individuals 
unable  to  care  for  themselves; 

(B)  provide  for  adjustments  to  prospectively  deter- 
mined rates  to  account  for  changes  in  a  facility's  case 
mix,  volume  of  cases,  and  the  development  of  new 
technologies  and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase 
the  payment  otherwise  made  under  such  system  in 
the  case  of  services  provided  to  patients  whose 
length  of  stay  or  costs  of  treatment  greatly  exceed 
the  length  of  stay  or  cost  of  treatment  provided  for 
under  the  applicable  prospectively  determined  pay- 
ment rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  a  disproportionate  share  of  low- 
income  patients,  differences  in  wages  and  wage- 
related  costs  among  facilities  located  in  various 
geographic  areas,  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  take  into  consideration  the  appropriateness 
of  classifying  patients  and  payments  upon  function- 
al disability,  cognitive  impairment,  and  other 
patient  characteristics. 

(2)  Reports.— (A)  By  not  later  than  April  1,  1991, 
the  Secretary  (acting  through  the  Administrator  of  the 
Health  Care  Financing  Administration)  shall  submit 
any  research  studies  to  be  used  in  developing  the 
proposal  under  paragraph  (1)  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  September  1,  1991,  the 
Secretary  shall  submit  the  proposal  developed 


under  paragraph  ( 1 )  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1992,  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  paragraph  (1)  to  the 
Committee  on  Finance  of  the  Senate  and  the  Com- 
mittee on  Ways  and  Means  of  the  House  of  Repre- 
sentatives. 

Section  4151(b)(2)  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990,  Pub.  L.  101-508: 
Prospective  Payment  System  for  Hospital 
Outpatient  Services 

(A)  Development  of  Proposal. — The  Secretary 
of  Health  and  Human  Services  shall  develop  a  pro- 
posal to  replace  the  current  system  under  which 
payment  is  made  for  hospital  outpatient  services 
under  title  XVIII  of  the  Social  Security  Act  with  a 
system  under  which  such  payments  would  be  made 
on  the  basis  of  prospectively  determined  rates.  In 
developing  any  proposal  under  this  paragraph,  the 
Secretary  shall  consider — 

(i)  the  need  to  provide  for  appropriate  limits  on 
increases  in  expenditures  under  the  Medicare  pro- 
gram; 

(ii)  the  need  to  adjust  prospectively  determined 
rates  to  account  for  changes  in  a  hospital's  outpa- 
tient case  mix,  severity  of  illness  of  patients,  vol- 
ume of  cases,  and  the  development  of  new  tech- 
nologies and  standards  of  medical  practice; 

(iii)  providing  hospitals  with  incentives  to  con- 
trol the  costs  of  providing  outpatient  services; 

(iv)  the  feasibility  and  appropriateness  of 
including  payment  for  outpatient  services  not 
currently  paid  on  a  cost-related  basis  under  the 
Medicare  program  (including  clinical  diagnostic 
laboratory  tests  and  dialysis  services)  in  the  sys- 
tem; 

(v)  the  need  to  increase  payments  under  the  sys- 
tem to  hospitals  that  treat  a  disproportionate  share 
of  low-income  patients,  teaching  hospitals,  and 
hospitals  located  in  geographic  areas  with  high 
wages  and  wage-related  costs; 
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(vi)  the  feasibility  and  appropriateness  of 
bundling  services  into  larger  units,  such  as  episodes 
or  visits,  in  establishing  the  basic  unit  for  making 
payments  under  the  system;  and 

(vii)  the  feasibility  and  appropriateness  of  vary- 
ing payments  under  the  system  on  the  basis  of 
whether  sen  ices  are  provided  in  a  free-standing  or 
hospital-based  facility. 

(B)  Reports. — (i)  By  not  later  than  January  1, 
1991.  the  Administrator  of  the  Health  Care  Financing 
Administration  shall  submit  research  findings  relat- 
ing to  prospective  payments  for  hospital  outpatient 
serv  ices  to  the  Committee  on  Finance  of  the  Senate 
and  the  Committees  on  Ways  and  Means  and  Energy 
and  Commerce  of  the  House  of  Representatives. 

(ii)  By  not  later  than  September  1,  1991.  the  Sec- 
retary shall  submit  the  proposal  developed  under 
subparagraph  (A)  to  such  Committees. 

(iii)  By  not  later  than  March  1,  1992.  the 
Prospective  Payment  Assessment  Commission 
shall  submit  an  analysis  of  and  comments  on  the 
proposal  developed  under  subparagraph  (A)  to  such 
Committees. 

Section  4201(b)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508: 
ProPAC  Study  on  ESRD  Composite  Rates 

(1)  In  General. — (A)  Study. — The  Prospective 
Payment  Assessment  Commission  (in  this  subsec- 
tion referred  to  as  the  "Commission")  shall  conduct 
a  study  to  determine  the  costs  and  services  and 
profits  associated  with  various  modalities  of  dialy- 
sis treatments  provided  to  end  stage  renal  disease 
patients  provided  under  title  XVIII  of  the  Social 
Security  Act. 

(B)  Recommendations. — Based  on  information 
collected  for  the  study  described  in  subparagraph 
(A),  the  Commission  shall  make  recommendations 
to  Congress  regarding  the  method  or  methods  and 
the  levels  at  which  the  payments  made  for  the  facil- 
ity component  of  dialysis  services  by  providers  of 
service  and  renal  dialysis  facilities  under  title 
XVIII  of  the  Social  Security  Act  should  be  estab- 
lished for  dialysis  services  furnished  during  fiscal 
year  1993  and  the  methodology  to  be  used  to 
update  such  payments  for  subsequent  fiscal  years. 


In  making  recommendations  concerning  the  appro- 
priate methodology  the  Commission  shall  consid- 
er— 

(1)  hemodialysis  and  other  modalities  of  treat- 
ment, 

(ii)  the  appropriate  services  to  be  included  in 
such  payments. 

(iii)  the  adjustment  factors  to  be  incorporated 
including  facility  characteristics,  such  as  hospital 
versus  free-standing  facilities,  urban  versus  rural, 
size  and  mix  of  services, 

(iv)  adjustments  for  labor  and  non-labor  costs, 

(v)  comparative  profit  margins  for  all  types  of 
renal  dialysis  providers  of  service  and  renal  dialysis 
facilities, 

(vi)  adjustments  for  patient  complexity,  such  as 
age,  diagnosis,  case  mix,  and  pediatric  services, 
and 

(vii)  efficient  costs  related  to  high  quality  of 
care  and  positive  outcomes  for  all  treatment 
modalities. 

(2)  Report.— Not  later  than  June  1,  1992,  the 
Commission  shall  submit  a  report  to  the  Committee 
on  Finance  of  the  Senate,  and  the  Committees  on 
Ways  and  Means  and  Energy  and  Commerce  of  the 
House  of  Representatives  on  the  study  conducted 
under  paragraph  (1)(A)  and  shall  include  in  the 
report  the  recommendations  described  in  paragraph 
(1)(B),  taking  into  account  the  factors  described  in 
paragraph  (1)(B). 

(3)  Annual  Report. — The  Commission,  not 
later  than  March  1  before  the  beginning  of  each 
fiscal  year  (beginning  with  fiscal  year  1993) 
shall  report  its  recommendations  to  the  Commit- 
tee on  Finance  of  the  Senate  and  the  Committees 
on  Ways  and  Means  and  Energy  and  Commerce 
of  the  House  of  Representatives  on  an  appropri- 
ate change  factor  which  should  be  used  for 
updating  payments  for  services  rendered  in  that 
fiscal  year.  The  Commission  in  making  such 
report  to  Congress  shall  consider  conclusions 
and  recommendations  available  from  the  Insti- 
tute of  Medicine. 
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Section  4207(c)  of  the  Omnibus  Budget  Rec- 
onciliation Act  of  1990,  Pub.  L.  101-508: 
Development  of  Prospective  Payment  Sys- 
tem for  Home  Health  Services 

( 1 )  Development  of  Proposal. — The  Secretary  of 
Health  and  Human  Services  shall  develop  a  proposal 
to  modify  the  current  system  under  which  payment 
is  made  for  home  health  services  under  title  XVIII  of 
the  Social  Security  Act  or  a  proposal  to  replace  such 
system  with  a  system  under  which  such  payments 
would  be  made  on  the  basis  of  prospectively  deter- 
mined rates.  In  developing  any  proposal  under  this 
paragraph  to  replace  the  current  system  with  a 
prospective  payment  system,  the  Secretaiy  shall — 

(A)  take  into  consideration  the  need  to  provide 
for  appropriate  limits  on  increases  in  expenditures 
under  the  Medicare  program; 

(B)  provide  for  adjustments  to  prospectively 
determined  rates  to  account  for  changes  in  a 
provider's  case  mix,  severity  of  illness  of  patients, 
volume  of  cases,  and  the  development  of  new  tech- 
nologies and  standards  of  medical  practice; 

(C)  take  into  consideration  the  need  to  increase  the 
payment  otherwise  made  under  such  system  in  the 
case  of  services  provided  to  patients  whose  length  of 
treatment  or  costs  of  treatment  greatly  exceed  the 
length  or  cost  of  treatment  provided  for  under  the 
applicable  prospectively  determined  payment  rate; 

(D)  take  into  consideration  the  need  to  adjust 
payments  under  the  system  to  take  into  account 
factors  such  as  differences  in  wages  and  wage- 
related  costs  among  agencies  located  in  various 
geographic  areas  and  other  factors  the  Secretary 
considers  appropriate;  and 

(E)  analyze  the  feasibility  and  appropriateness  of 
establishing  the  episode  of  illness  as  the  basic  unit 
for  making  payments  under  the  system. 

(2)  Reports. — (A)  By  not  later  than  April  1,  1993, 
the  Secretary  of  Health  and  Human  Services  shall 
submit  the  research  findings  upon  which  the  proposal 
described  in  paragraph  ( 1 )  shall  be  based  to  the  Com- 
mittee on  Finance  of  the  Senate  and  the  Committee 
on  Ways  and  Means  of  the  House  of  Representatives. 

(B)  By  not  later  than  September  1,  1993,  the 
Secretary  shall  submit  the  proposal  developed 


under  paragraph  (1)  to  the  Committee  on  Finance 
of  the  Senate  and  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives. 

(C)  By  not  later  than  March  1,  1994,  the  Pro- 
spective Payment  Assessment  Commission  shall 
submit  an  analysis  of  and  comments  on  the  proposal 
developed  under  paragraph  (1)  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives. 

H.R.  Rep.  No.  964, 101st  Cong.,  1st  Sess. 
(1990) 

(Report  of  the  Committee  of  Conferees,  Pub.  L. 
101-508) 

In  performing  this  function  [developing  and 
modification  of  reimbursement  policies],  the  con- 
ferees intend  that  ProPAC  would  include  in  its 
analysis  and  recommendations,  proposals  for 
changes  in  policies  regarding:  (1)  payment  for 
inner-city  hospitals,  including  appropriate  recogni- 
tion of  bad  debt  and  charity  care  costs;  (2)  payment 
for  rural  hospitals  including  recommendations  on 
appropriate  responses  to  issues  affecting  access  to 
health  care  services  in  rural  areas;  and  (3)  policies 
which  help  constrain  the  costs  of  health  care  to 
employers,  including  changes  in  Medicare  and  its 
payment  policies  which  may  affect  other  payers. 

S.R.  Rep.  No.  516, 101st  Cong.,  2nd  Sess. 
(1990) 

(Report  of  the  Senate  Committee  on 
Appropriations,  H.R.  5257) 

The  Committee,  therefore,  requests  that  ProPAC 
issue  a  report  listing  (1)  the  adjustments  that  have 
been  made  to  PPS  since  its  inception  (for  example 
changes  in  standardized  amount,  outlier  pool,  con- 
sideration of  part-time  labor);  and  (2)  the  amount 
of  increased  payments  (taking  inflation  into 
account)  for  PPS  years  1-5  and  what  rural  hospitals 
would  have  received  if  these  adjustments  had  been 
in  place  from  the  system's  beginning. 

In  addition,  the  Committee  request  that  ProPAC 
in  its  1991  report  address  in  detail  the  impact  of 
less-than-average  patient  volume  on  overhead  costs 
and  reimbursement,  especially  on  small  hospitals. 
This  Committee  remains  concerned  that  the  PPS 
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system,  which  is  based  on  averages,  inherently  is 
inappropriate  to  small-volume  hospitals. 

Given  the  history  of  inequitable  inpatient  pay- 
ments and  the  widespread  concern  over  new  sys- 
tems of  outpatient  payments,  the  Committee  finds 
it  is  necessary  to  investigate  whether  outpatient 
payment  systems  also  will  be  biased  against  small- 
er rural  providers.  The  Committee  requests  that 
ProPAC  in  its  1991  report  identify  all  potential  out- 
patient payment  biases  against  small  rural  hospi- 
tals, and  recommend  actions  to  correct  them. 

The  Committee  is  concerned  that  the  Federal 
Office  of  Rural  Health  Policy  lacks  essential 
resources  such  as  computer  capability  in  order  to 
fulfill  its  statutory  mandate  to  provide  impact  anal- 
yses of  proposed  Medicare  and  Medicaid  regula- 
tions. The  Committee  instructs  ProPAC  to  provide 
its  resources  to  the  Office  of  Rural  Health  Policy  in 
order  to  facilitate  these  analyses.  The  Committee 
expects  The  Commission  to  provide  technical 
assistance  to  the  Office  of  Rural  Health  Policy. 

The  Committee  urges  ProPAC  to  continue  to 
study  the  use  of  nurse  practitioners  and  other  non- 
physician  providers  in  alternative  settings  to  acute 
care  and  long-term  institutional  care. 

Section  3(d)  of  the  Medicaid  Voluntary  Con- 
tribution and  Provider-Specific  Tax  Amend- 
ments of  1991,  Pub.  L.  102-234:  Study  of 
Medicaid  DSH  Payment  Adjustments 

(1)  In  General. — The  Prospective  Payment 
Assessment  Commission  shall  conduct  a  study  con- 
cerning— 

(A)  the  feasibility  and  desirability  of  establishing 
maximum  and  minimum  payment  adjustments 
under  section  1923(c)  of  the  Social  Security  Act  for 
hospitals  deemed  disproportionate  share  hospitals 
under  State  medicaid  plans,  and 

(B)  criteria  (other  than  criteria  described  in  clause 
(i)  or  (ii)  of  section  1923(f)(1)(D)  of  such  Act)  that 
are  appropriate  for  the  designation  of  disproportion- 
ate share  hospitals  under  section  1923  of  such  Act. 


(2)  Items  Included  In  Study. — The  Commission 
shall  include  in  the  study — 

(A)  a  comparison  of  the  payment  adjustments  for 
hospitals  made  under  such  section  and  the  addition- 
al payments  made  under  title  XVIII  of  such  Act  for 
hospitals  serving  a  significantly  disproportionate 
number  of  low-income  patients  under  the  medicare 
program;  and 

(B)  an  analysis  of  the  effect  the  establishment  of 
limits  on  such  payment  adjustments  will  have  on 
the  ability  of  the  hospitals  to  be  reimbursed  for  the 
resource  costs  incurred  by  the  hospitals  in  treating 
individuals  entitled  to  medical  assistance  under 
State  medicaid  plans  and  other  low-income 
patients. 

(3)  Report. — Not  later  than  January  1,  1994,  the 
Commission  shall  submit  a  report  on  the  study  con- 
ducted under  paragraph  (1)  to  the  Committee  on 
Finance  of  the  Senate  and  the  Committee  on  Ener- 
gy and  Commerce  of  the  House  of  Representatives. 
Such  report  shall  include  such  recommendations 
respecting  the  designation  of  disproportionate  share 
hospitals  and  the  establishment  of  maximum  and 
minimum  payment  adjustments  for  such  hospitals 
under  section  1923  of  the  Social  Security  Act  as 
may  be  appropriate. 

H.R.  Rep.  No.  103-213, 103rd  Cong.,  1st 
Sess.  (1993) 

(Report  of  the  Conference  Committee,  Omnibus 
Budget  Reconciliation  Act  of  1993,  Pub.  L.  103- 
66) 

The  conferees  note  that  the  Prospective  Payment 
Assessment  Commission  has  expressed  concern 
that  the  Secretary's  outlier  policy  penalizes  hospi- 
tals that  receive  a  large  number  of  transfer  cases. 
The  conferees  expect  that  the  Commission  will 
evaluate  whether  the  changes  in  outlier  policy 
required  by  this  Act  will  be  sufficient  to  reduce  the 
risk  of  large  losses  on  transfer  cases  for  such  hospi- 
tals and  make  recommendations  regarding  whether 
additional  changes  in  payment  methodology  would 
be  appropriate. 
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H.R.  Rep.  No.  104-659, 104th  Cong.,  2nd 
Sess.  (1996) 

(Report  of  the  House  Committee  on  Appropriations, 
H.R. 3755) 

The  Committee  is  concerned  about  the  impact 
of  changes  in  government  reimbursement  pro- 
grams and  in  the  private  market  place  on  critical 
access  urban  providers.  The  Committee  directs 


ProPAC  to  prepare  a  plan  on  how  it  will  study  the 
impact  of  these  changes  on  hospitals  which  are 
urban,  have  at  least  250  beds,  and  are  government 
dependent,  with  at  least  60%  of  their  days  reim- 
bursed by  a  combination  of  Medicare  and  Medi- 
caid; to  provide  a  timetable  on  completion  of  the 
study;  and  to  issue  no  later  than  December  1997  a 
separate  technical  report  on  the  impact  of  govern- 
ment and  market  place  changes  on  these  essential 
urban  hospitals. 


Appendix  D.  Technical  Report  Series 


Appendix  D  lists  the  Prospective  Payment 
Assessment  Commission's  (ProPAC)  extramural 
and  intramural  technical  reports.  These  reports 
provide  documentation  related  to  the  Commis- 
sion's March  and  June  annual  reports  to  the  Con- 
gress. The  congressional  reports  are  prepared 
upon  request  by  the  Congress.  Each  technical 
report  is  numbered  according  to  type  and  year  of 
publication.  Numbers  missing  from  the  sequence 
refer  to  studies  that  have  been  replaced  with  more 
recent  reports.  Commission  reports  can  be 
obtained  from  the  Prospective  Payment  Assess- 
ment Commission.  300  7th  Street,  S.W.,  Suite 
301 B,  Washington.  D.C.  20024,  or  by  calling  the 
office  at  202/401-8986. 

EXTRAMURAL  TECHNICAL 
REPORT  SERIES 

E-90-05:  Methodology  for  Measuring  Case- 
Mix  Change:  How  Much  Change  in  the 
Case  Mix  Index  Is  DRG  Creep?  (The  RAND 
Corporation) 

ProPAC  assisted  the  Health  Care  Financing 
Administration  in  a  medical  record  reabstraction 
study.  This  study  develops  a  method  to  distin- 
guish case-mix  increases  caused  by  changes  in 
coding  practices  from  changes  in  treatment  pat- 
terns and  patient  mix.  It  also  provides  informa- 
tion for  developing  and  refining  alternative 
ongoing  data  collection  methods  to  monitor 
case-mix  change  overtime.  The  Commission 
helped  fund  this  project  and  provided  support  in 
designing,  implementing,  and  monitoring  the 
study.  (4/90) 

E-90-07:  How  Services  and  Costs  Vary  by 
Day  of  Stay  for  xMedicare  Hospital  Stays 
(The  RAND  Corporation) 

This  study  describes  how  the  cost  of  services 
provided  during  Medicare  hospital  stays  varies 
throughout  the  stay.  It  also  examines  how  patterns 
of  daily  costs  vary  with  clinical  characteristics, 
hospital  characteristics,  and  the  types  of  services 
provided.  The  study  was  based  on  data  on  the 


daily  services  billed  to  Medicare  patients  between 
May  1987  and  April  1988  from  a  sample  of  105  hospi- 
tals, and  was  the  first  time  such  data  had  been  used  in 
this  way.  (3/90) 

E-91-02:  Study  of  Health  Care  Access  in 
Counties  Where  the  Only  Hospital  Closed 
(Abt  Associates,  Inc.) 

This  report  describes  a  study  of  access  to 
health  services  in  22  rural  counties  where  the 
only  hospital  closed  between  1987  and  1989. 
These  counties  are  compared  with  a  similar 
group  of  counties  that  did  not  have  a  hospital 
between  1980  and  1989.  Access  to  health  care 
services  is  evaluated  on  two  dimensions.  First, 
distances  and  travel  times  (from  the  population 
center  of  each  county)  to  the  nearest  hospitals  in 
contiguous  counties  are  identified,  and  second, 
the  types  and  numbers  of  health  care  providers 
(facilities  and  practitioners)  in  each  of  the  coun- 
ties are  noted.  This  was  accomplished  using  tele- 
phone surveys  of  county  health  department  per- 
sonnel and  analysis  of  the  Area  Resource  File. 
(5/91) 

E-91-03:  Utilization  of  Inpatient  Hospital 
Services  by  Rural  Medicare  Beneficiaries 
(Codman  Research  Group,  Inc.) 

This  study  updates  a  previous  analysis  (E- 
90-01)  on  inpatient  hospital  utilization  for 
Medicare  beneficiaries  living  in  rural  and 
urban  market  areas  of  five  states:  Alabama, 
California,  Illinois,  Montana,  and  Texas.  The 
analysis  expands  on  the  earlier  study  by  look- 
ing at  utilization  patterns  for  rural  beneficia- 
ries using  refined  DRG  case-type  groupings 
and  by  separately  examining  utilization  pat- 
terns for  younger  and  older  Medicare  benefi- 
ciaries. The  findings  from  the  analysis  are  con- 
sistent with  the  earlier  study,  in  that  access  to 
inpatient  hospital  services  does  not  appear  too 
constrained  for  rural  Medicare  beneficiaries. 
The  study,  however,  raised  concerns  about 
access  to  ambulatory  care  in  these  communi- 
ties. (5/91) 
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E-91-06:  An  Evaluation  of  Winners  and 
Losers  Under  Medicare's  Prospective  Pay- 
ment System:  A  Synthesis  of  the  Literature 
(Lewin/ICF) 

This  report  summarizes  the  academic  and  popu- 
lar literature  on  (1)  hospital  characteristics  affect- 
ing hospital  financial  performance  under  Medicare; 
(2)  the  design  features  that  affect  winning  and  los- 
ing, and  how  hospitals  responded  to  the  incentives 
of  PPS;  and  (3)  the  environmental  and  community 
characteristics  of  a  hospital's  local  market  that 
affect  hospital  financial  performance.  In  addition,  it 
outlines  some  of  the  perceived  gaps  in  the  literature 
and  includes  an  extensive  bibliography.  ( 10/91 ) 

E-92-01:  Certification  Requirements  for 
Nursing  Homes  (Abt  Associates,  Inc.) 

This  report  presents  descriptive  information  on 
current  Medicaid  certification  and  state  licensure 
requirements  for  nursing  homes.  It  focuses  on  those 
requirements  that  are  expected  to  impose  signifi- 
cant costs  on  facilities  and  result  in  cost  variations 
across  states.  (3/92) 

E-92-02:  An  Evaluation  of  Winners  and 
Losers  Under  Medicare's  Prospective  Pay- 
ment System:  Final  Report  (Lewin/ICF) 

This  report  summarizes  the  findings  of  a  series 
of  case  studies  conducted  by  Lewin/ICF  examining 
why,  controlling  for  similar  hospital  characteristics, 
some  hospitals  do  well  under  PPS  while  others  do 
not.  Factors  examined  include  hospital  behavior, 
such  as  successful  management  strategies;  hospi- 
tals' responses  to  PPS;  and  broader  environmental 
factors  that  shape  hospital  performance.  The  degree 
to  which  performance  is  within  a  hospital's  control 
is  discussed.  Individual  hospital  descriptions  are 
not  provided.  Rather,  the  report  integrates  site  visit 
findings  and  synthesizes  the  similarities  and  differ- 
ences between  successful  and  unsuccessful  hospi- 
tals. (5/92) 

E-92-03:  Report  on  Quality  Assurance  in 
Non-PPS  Settings  (Abt  Associates,  Inc.) 

This  study  describes  mechanisms  used  to  ensure 
and  monitor  quality  in  settings  in  which  Medicare 
services  are  reimbursed.  Among  these  are  skilled 


nursing  facilities,  home  health  agencies,  and  hospi- 
tals not  paid  under  PPS  (psychiatric  hospitals  and 
rehabilitation  hospitals).  The  study  also  looks  at 
quality  assurance  in  selected  outpatient  facilities, 
including  ambulatory  surgical  centers,  hospital  out- 
patient departments,  ambulatory  care  centers,  car- 
diac catheterization  laboratories,  freestanding  clini- 
cal laboratories,  dialysis  facilities,  diagnostic 
imaging  centers,  lithotripsy  centers,  and  compre- 
hensive outpatient  rehabilitation  facilities.  Quality 
assurance  mechanisms  including  certification, 
accreditation  and  monitoring  by  Federal,  state,  and 
voluntary  organizations  are  described.  Quality  indi- 
cators are  classified  by  structure,  process,  or  out- 
come. (8/92) 

E-93-01:  Identifying  Changes  in  the  Factors 
of  Production  for  Dialysis  Services  (Project 
HOPE) 

This  report  describes  an  historical  cost  study  of 
the  factors  of  production  for  outpatient  hemodialy- 
sis and  peritoneal  dialysis  services.  The  study 
examines  how  the  use  or  cost  of  inputs  changed 
between  1983  and  1991,  and  estimates  the  incre- 
mental or  decremental  impact  that  the  change  in 
each  input  has  on  the  cost  per  dialysis  treatment. 
The  study  focuses  on  the  incremental  effects  of  sci- 
entific and  technological  advances  in  the  dialysis 
industry  and  ensuing  productivity  improvements. 
(3/93) 

E-93-03:  Exploring  the  Growth  of  Hospital 
Outpatient  Surgeries  (Abt  Associates,  Inc.) 

This  report  identifies  and  assesses  the  principal 
factors  that  contributed  to  the  growth  observed 
between  1988  and  1990  in  the  use  of  five  groups  of 
procedures  performed  in  the  hospital  outpatient 
department.  The  five  groups  selected  were  knee 
arthroscopy,  YAG  laser,  lithotripsy,  sigmoidoscopy 
and  colonoscopy,  and  breast  biopsies.  These  fami- 
lies of  procedures  were  selected  because  as  a  group 
they  represented  varying  levels  of  complexity, 
exemplified  a  variety  of  clinical  problems,  were  in 
the  top  50  most  frequently  performed  ASC- 
approved  procedures,  and  had  a  high  growth  rate 
between  1988-90.  The  factors  affecting  increased 
procedure  volume  were  physician  practice  patterns 
and  treatment  approaches,  technology  require- 
ments, the  capacity  of  physicians  and  hospitals  to 
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perform  the  procedure,  shifts  in  setting  in  which 
the  procedure  is  performed,  and  reimbursement 
practices.  (3/93) 

E-93-04:  Analysis  of  the  Effect  of  the  Eco- 
nomic Stabilization  Program  (Abt  Associ- 
ates, Inc.) 

This  report  describes  the  effect  of  the  economic 
stabilization  program  (1971-1974)  on  health  care 
prices  and  expenditures.  Previous  studies  of  the 
program  are  reviewed  and  compared.  Additionally, 
descriptive  data  on  health  care  expenditures  by  type 
of  service  and  program,  health  care  prices,  and  hos- 
pital revenues  and  expenditures  are  displayed. 
(5/93) 

E-93-05:  State  Regulations  and  Policies  that 
Affect  the  Provision  of  Post-Acute  Care  (Abt 
Associates,  Inc.) 

This  report  presents  descriptive  information 
about  state  regulations  and  policies  that  affect  the 
staffing  requirements,  services  provided,  and 
patient  mix  of  Medicare-certified  skilled  nursing 
facilities  and  home  health  agencies.  (5/93) 

E-93-06:  Development  of  Hospital  Efficiency 
Measures  (Jenifer  Ehreth,  Ph.D.) 

This  report  evaluates  several  measures  of  how 
efficiently  hospitals  use  their  capital  assets  and 
compares  asset  efficiency  and  hospital  financial 
performance  across  types  of  hospitals.  Descriptive 
statistics  and  factor  analysis  are  used  to  assess  the 
reliability  and  validity  of  several  measures  over  a 
three-year  period.  Three  measures — the  current 
ratio,  the  long-term  debt  to  net  fixed  assets  ratio, 
and  an  asset  efficiency  measure  using  data  envelop- 
ment analysis  techniques — are  evaluated  in  more 
detail  because  they  appear  promising  for  analyzing 
the  impact  of  payment  policies  on  asset  efficiency. 
(8/93) 

E-94-01:  Within-DRG  Case  Complexity 
Change,  1992  (SysteMetrics,  Inc.) 

This  study  measures  the  change  in  within-DRG 
case  complexity  from  1990  to  1991  and  from  1991  to 
1992.  It  also  examines  changes  in  the  number  of  sec- 
ondary diagnoses,  complications  and  comorbidities 


from  1990  to  1992.  ProPAC  uses  this  information  to 
estimate  the  annual  amount  of  real  case  mix  change 
within  DRGs,  which  is  not  measured  by  the  case  mix 
index  (CMI).  Unlike  previous  studies  of  within-DRG 
case  complexity  change,  this  study  investigates  the 
long  run  trend  for  within-DRG  case  complexity 
change  between  1985  and  1992,  by  hospital  group. 
Potential  explanations  for  the  observed  long  run  trend 
are  discussed.  (3/94) 

E-94-02:  The  Incremental  Impact  of  Scien- 
tific and  Technological  Advances  on  Operat- 
ing Costs  in  PPS  Hospitals  and  PPS-Exclud- 
ed  Facilities  (FY  1995)  (Abt  Associates,  Inc.) 

This  report  provides  supportive  material  for  one 
component  of  ProPAC's  update  recommendations 
to  the  Congress_the  allowance  for  scientific  and 
technological  advances  (S&TA).  It  details  the 
revised  approach  to  estimating  incremental  costs 
attributable  to  technological  change  projected  for 
fiscal  year  1995.  Two  S&TA  estimates  were  devel- 
oped: one  for  changes  in  operating  costs  incurred 
by  PPS  hospitals  and  another  for  facilities  excluded 
from  PPS  that  are  subject  to  the  payment  system 
established  in  the  Tax  Equity  and  Fiscal  Responsi- 
bility Act  of  1982.  (1/94) 

E-94-03:  The  Incremental  Impact  of  Scien- 
tific and  Technological  Advances  on  Capital 
Costs  in  PPS  Hospitals  (FY  1995)  (Abt  Asso- 
ciates, Inc.) 

This  report  provides  supportive  material  for  one 
component  of  ProPAC's  PPS  capital  update  recom- 
mendation to  the  Congress:  the  allowance  for  sci- 
entific and  technological  advances.  It  details  the 
revised  approach  to  estimating  incremental  capital 
costs  attributable  to  technological  change  projected 
for  fiscal  year  1995.  (1/94) 

E-94-04:  The  Incremental  Impact  of  Scien- 
tific and  Technological  Advances  on  Cost 
Increases  in  Dialysis  Facilities  (FY  1995) 
(Abt  Associates,  Inc.) 

This  report  provides  supportive  material  for  one 
component  of  ProPAC's  composite  rate  update  rec- 
ommendation to  the  Congress_the  allowance  for 
scientific  and  technological  advances.  It  details  the 
revised  approach  to  estimating  incremental  costs 
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attributable  to  technological  change  projected  for 
fiscal  year  1995.  (1/94) 

E-94-05:  Discussion  Report:  Assessing  the 
Impact  of  Cost-Decreasing  Technological 
Change  on  Medicare  Inpatient  Costs  (Abt 
Associates,  Inc.) 

To  support  its  PPS  payment  update  recommen- 
dations submitted  to  the  Congress  each  year, 
ProPAC  uses  a  technology-specific  methodology 
to  assess  changes  in  the  cost-increasing  effects  of 
emerging  technologies.  This  report  provides  dis- 
cussion of  the  feasibility  of  applying  this  method- 
ology to  an  analysis  of  the  financial  impact  of 
cost-decreasing  technologies  used  in  the  care  pro- 
vided to  Medicare  beneficiaries  in  the  inpatient 
setting,  (7/94) 

E-94-06:  Discussion  Report:  Assessing  the 
Cost  Impact  of  Technological  Change  on 

Medicare  and  Non-Medicare  Populations 
Across  Settings  (Abt  Associates,  Inc.) 

To  support  its  PPS  payment  update  recommen- 
dations submitted  to  the  Congress  each  year, 
ProPAC  uses  a  technology-specific  methodology 
to  assess  changes  in  the  cost-increasing  effects  of 
emerging  technologies.  The  methodology  is  spe- 
cific to  the  technologies  used  in  the  care  provid- 
ed to  Medicare  beneficiaries  in  the  inpatient  set- 
ting. This  report  provides  discussion  of  the 
feasibility  of  applying  this  methodology  to  an 
analysis  that  would  consider  changes  in  the  cost 
of  technologies  used  in  the  care  of  Medicare  and 
non-Medicare  beneficiaries  across  settings:  in 
the  inpatient  setting  as  well  as  other  sites  of  care, 
including  nursing  homes,  outpatient  departments, 
and  home  health  agencies.  (7/94) 

E-94-07:  Medicaid  Reimbursement  Method- 
ologies and  Payment  Rates  for  Home  Health 
Agencies  (Abt  Associates,  Inc.) 

This  study  presents  survey  results  on  state 
Medicaid  programs'  reimbursement  methodolo- 
gies and  payment  rates  for  home  health  care  ser- 
vices. Information  is  presented  in  table  format 
for  each  service  (skilled  nursing;  physical, 
speech,  and  occupational  therapies;  medical 


social  services;  and  home  health  aides).  Each 
table  includes  information  on  the  following 
items:  payment  rates;  rate-setting  methodologies; 
whether  the  rate  is  agency-specific,  class-based, 
or  flat;  cost  components  that  are  treated  separate- 
ly in  the  payment  process;  and  payment  update 
factors.  (1/94) 

E-94-08:  Quality-Oriented  State 
Licensing  Requirements  for  Non-PPS 
Facilities  (Abt  Associates,  Inc.) 

This  two-volume  study  presents  survey  results 
on  state  licensing  requirements  for  15  long-term 
care,  home  health,  and  ambulatory  care  providers. 
Information  is  presented  on  state  standards  for 
organizational  structure  and  administration,  per- 
sonnel, service  provision,  medical  documentation, 
internal  quality  assurance  processes,  minimum 
access  and  transfer  affiliations,  equipment,  and 
certificate  of  need.  Licensure  requirements  that 
differ  from  Medicare  certification  are  emphasized. 
(7/94) 

E-95-01:  A  Comparison  of  Cost  Definitions 
(Project  HOPE) 

This  report  provides  a  comparison  of  cost  defini- 
tions between  Medicare  principles  of  reimburse- 
ment and  generally  accepted  accounting  principles. 
It  documents  cost  items  pertaining  to  acute  care 
hospital  services  and  outpatient  dialysis  services 
that  are  nonallowable  in  accordance  with  Medicare 
payment  policy.  In  addition,  the  report  discusses 
providers'  contests  of  Medicare's  determination  of 
allowable  costs,  where  applicable,  and  the  results 
of  those  cases.  (2/95) 

E-95-02:  Medicaid  Managed  Care  Program 
Access  Requirements  (Project  HOPE) 

This  report  examines  seven  states'  strategies  for 
ensuring  access  to  health  services  for  Medicaid- 
eligible  people  who  are  enrolled  in  managed  care 
plans.  It  summarizes  approaches  states  are  using 
to  ensure  that  enrollees  receive  medically  appro- 
priate services  without  facing  geographic,  cultur- 
al, and  linguistic  barriers  to  care.  This  report  pre- 
sents information  gathered  from  both  state 
Medicaid  agencies  and  Medicaid  managed  care 
contractors.  (4/95) 


123 


E-96-01:  The  Incremental  Impact  of  Scien- 
tific and  Technological  Advances  on  Cost 
Increases  in  Dialysis  Facilities  (FY  1997) 
( Abt  Associates,  Inc.) 

Each  year,  ProPAC  recommends  to  the  Congress 
an  update  to  the  composite  rate  for  dialysis  ser- 
vices. The  Commission's  update  framework 
includes  an  allowance  for  the  incremental  impact  of 
scientific  and  technological  advances.  This  report 
describes  ProPAC's  estimate  of  the  increase  in 
operating  and  capital  costs  that  will  result  from  the 
diffusion  of  new  and  emerging  dialysis-related 
technologies  in  fiscal  year  1997.  (1/96) 

E-96-02:  Hospital-Physician  Relations:  A 
Multivariate  Analysis  of  Hospital  Financial 
Performance  (Project  HOPE). 

This  report  will  examine  the  association  between 
hospital-physician  relations  and  hospital  financial 
performance.  Data  from  ProPAC's  Hospital-Physi- 
cian Relations  study  (1-95-02)  were  combined  with 
secondary  data  on  hospital  market  characteristics  and 
hospital  financial  performance  and  analyzed  using 
both  univariate  and  multivariate  techniques.  (5/96) 

E-96-03:  Quality  of  Dialysis  in  the  United 
States  (Project  HOPE) 

This  report  is  a  critical  review  of  the  current  lit- 
erature relevant  to  the  quality  of  outpatient  dialysis 
services.  It  addresses  issues  related  to  the  epidemi- 
ology and  treatment  of  end-stage  renal  disease, 
defining  and  measuring  quality  of  care,  assessing 
patient  outcomes,  and  comparing  mortality  rates 
between  the  United  States  and  other  countries. 
(6/96) 

INTRAMURAL  TECHNICAL  REPORT 
SERIES 

1-91-02:  The  Role  of  Profitability  and  Com- 
munity Characteristics  in  Hospital  Closures, 
an  Urban  and  Rural  Analysis 

This  study  investigates  hospital  closures  that 
occurred  from  1985  through  1988.  The  analysis 
focuses  on  the  relationship  between  profitability 
and  closure.  Further,  the  analysis  evaluates  the 
impact  on  profitability  of  characteristics  related  to 


the  hospital's  mission  and  standing  in  the  commu- 
nity. In  addition,  the  analysis  is  extended  by  exam- 
ining the  factors  that  influence  profitability  and  its 
components:  revenue  per  case,  cost  per  case,  and 
total  cases.  This  report  provides  a  detailed  descrip- 
tion of  the  data,  methods,  and  results  of  the  study. 
(2/91) 

1-91-03:  Improving  the  Area  Wage  Index: 
The  Area  Wage  Index  and  the  Mix  of  Occu- 
pations Across  Areas 

Currently,  the  area  wage  index  incorporates  dif- 
ferences in  the  price  of  labor,  as  well  as  the  mix  of 
occupations  across  areas.  This  report  presents  the 
results  of  ProPAC's  study  on  the  effect  of  adjusting 
the  area  wage  index  for  occupational  mix.  The 
results  are  presented  separately  for  metropolitan 
statistical  areas  and  rural  areas.  The  study  is  based 
on  Uniform  Reporting  System  data  collected  from 
California  hospitals.  The  report  also  describes  the 
method  used  in  California  to  collect  data  by  occu- 
pational category.  (7/91) 

1-91-04:  The  Trend  and  Distribution  of  Hos- 
pital Uncompensated  Care  Costs,  1980-1989 

This  report  presents  the  results  of  an  analysis  of 
uncompensated  care  costs  for  both  PPS  and  PPS 
excluded  hospitals.  Uncompensated  care  for  this 
study  is  defined  as  the  sum  of  charity  care  and  bad 
debts,  and  uncompensated  care  costs  are  measured 
both  with  and  without  an  offset  for  subsidies 
received  from  state  and  local  governments.  The 
study  is  based  on  data  from  the  American  Hospital 
Association  Annual  Survey  of  Hospitals  over  the 
period  1980  to  1989.  Both  the  trend  and  distribu- 
tion of  uncompensated  care  costs  are  measured  by 
hospital  group.  In  addition,  the  relationship 
between  uncompensated  care  costs  and  indirect 
medical  education  and  disproportionate  share  pay- 
ments under  Medicare  is  examined.  (10/91 ) 

1-92-01:  Winners  and  Losers  Under  PPS 

Although  the  aggregate  margin  of  hospitals 
under  PPS  has  declined,  some  hospitals  continue  to 
perform  well.  In  this  report,  ProPAC  analyzes  the 
characteristics  of  hospitals  with  consistently  high 
and  consistently  low  margins  under  PPS  in  1986, 
1987,  and  1988.  The  characteristics  are  broken  into 
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three  groups:  payment  adjustments,  factors  within 
the  hospital's  control,  and  factors  outside  of  the 
hospital's  control.  The  focus  of  the  study  is  to 
determine  the  relative  role  of  these  factors  in  per- 
formance under  PPS.  This  report  provides  a 
detailed  description  of  the  data,  methods,  and 
results  of  the  study.  (6/92) 

1-92-02:  The  Effect  of  the  OBRA  1989  Pay- 
ment Provisions  for  Small  Rural  Medicare- 
Dependent  Hospitals 

In  1989  and  1990,  ProPAC  analyzed  the  finan- 
cial status  of  hospitals  with  high  Medicare  shares. 
The  ProPAC  analysis,  described  in  Medicare- 
Dependent  Hospitals  Under  PPS  (TRS  1-90-01), 
indicated  that  the  classification  of  hospitals  into 
groups  based  on  Medicare  dependence  is  arbitrary 
and  inconsistent  over  time.  Further,  although  hospi- 
tals with  high  Medicare  shares  tend  to  perform 
more  poorly  under  PPS,  this  poor  performance 
appears  to  be  related  to  characteristics  other  than 
Medicare  share,  notably  low  occupancy  rates  and 
long  average  lengths  of  stay.  Based  on  these  find- 
ings, the  Commission  recommended  that  no  pay- 
ment adjustment  be  made  for  Medicare-dependent 
hospitals.  In  the  Omnibus  Budget  Reconciliation 
Act  (OBRA)  of  1989,  Congress  provided  special 
treatment  under  PPS  for  small  rural  Medicare- 
dependent  hospitals  for  three  years  (cost  reporting 
periods  beginning  on  or  after  April  1,  1990,  and 
ending  on  or  before  March  31,  1993).  This  provi- 
sion expired  in  1993.  However,  the  Congress 
extended  it  through  fiscal  year  1994.  This  report 
describes  an  analysis  of  the  financial  performance 
of  small  rural  Medicare-dependent  hospitals  as 
defined  in  OBRA  1989  and  the  impact  of  the  spe- 
cial provision  on  Medicare  payment  of  these  hospi- 
tals. (7/92) 

1-93-01:  The  Accuracy  of  Cost  Measures 
Derived  from  Medicare  Cost  Report  Data 

This  report  summarizes  the  findings  and  policy 
implications  of  a  study  conducted  by  the  Center  for 
Health  Policy  Studies.  The  primary  objective  of  the 
study  was  to  assess  the  accuracy  of  the  hospital- 
level  and  DRG-level  cost  measures  that  can  be  con- 
structed using  Medicare  Cost  Report  data.  The  first 
part  of  the  study  tested  the  impact  of  potential 
refinements  in  the  Medicare  Cost  Report  cost  find- 


ing approach,  such  as  using  a  standard  cost  center 
configuration  or  a  multiple  allocation  technique. 
These  types  of  changes  were  found  to  have  rela- 
tively little  impact.  The  second  part  compared  val- 
ues from  advanced  hospital  cost  accounting  sys- 
tems with  values  from  the  cost  reports  of  the  same 
hospitals.  Substantial  differences  were  documented 
for  total  Medicare  costs,  routine  and  ancillary 
costs,  and  average  cost  per  case  by  DRG.  (3/93) 

1-95-01:  The  Relationship  Between  Hospital 
Costs  and  Payments  by  Source  of  Revenue, 
1980-1991 

This  report  presents  an  analysis  of  community 
hospital  losses  and  gains  by  source  of  revenue, 
including  Medicare,  Medicaid,  uncompensated 
care,  private  payers,  and  non-patient  revenue.  The 
data  for  the  analysis  are  from  the  American  Hospi- 
tal Association  Annual  Survey  of  Hospitals.  The 
report  includes  trend  data  on  payments,  costs,  and 
charges.  Data  from  1991  are  used  to  analyze  the 
distribution  of  gains  and  losses  for  the  different 
revenue  sources,  the  relationship  between  these 
losses  and  hospital  margins,  and  state-by-state  dif- 
ferences. The  report  also  compares  the  characteris- 
tics of  hospitals  that  are  and  are  not  able  to  recover 
significant  losses  from  uncompensated  care,  Medi- 
caid, and  Medicare  through  cost  shifting.  (10/95) 

1-95-02:  Hospital-Physician  Relations:  A 
National  Survey  of  Hospital  Chief  Executive 
Officers  and  Chiefs  of  Medical  Staffs 

In  an  effort  to  identify  factors  that  affect  the 
financial  performance  of  hospitals,  ProPAC  has 
undertaken  a  study  of  the  financial  effects  of 
different  organizational  structures  and  mecha- 
nisms hospitals  use  to  influence  physician  behav- 
ior. In  the  first  phase  of  the  project,  ProPAC  spon- 
sored a  national  survey  of  hospital  chief  executive 
officers  (CEOs)  and  chiefs  of  medical  staff 
(CMSs)  to  evaluate  the  various  aspects  of  hospi- 
tal-physician relations.  The  survey  explored  the 
organization  of  hospital  services;  physician 
recruitment,  retention,  and  evaluation;  physician 
roles  and  responsibilities  within  hospitals;  and 
hospital-physician  financial  arrangements.  It  also 
sought  to  ascertain  how  CEOs  and  CMSs  per- 
ceived the  respective  roles  played  by  and  the 
influence  of  hospital  management  and  physician 
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staff  within  the  hospital  environment.  The  report 
will  describe  survey  methods  and  results,  includ- 
ing differences  in  approaches  to  hospital-physi- 
cian relations  employed  by  different  types  of  hos- 
pitals. The  next  phase,  a  multivariate  analysis,  will 
link  hospital  financial  data  with  data  from  the 
national  survey.  (11/95) 

1-95-03:  Medicare  Transfer  Payment  Policy 

This  study  develops  and  tests  a  measure  to 
account  for  all  resources  used  to  treat  aged  Medi- 
care beneficiaries,  measured  in  a  consistent  way  to 
enhance  comparison  across  geographic  areas.  This 
measure,  called  "standardized  resource  costs  per 
enrollee,"  is  based  on  provider  costs  rather  than 
Medicare  payments;  reflects  costs  covered  by  bene- 
ficiary payments  along  with  program  payments; 
omits  graduate  medical  education  costs  (as  devoted 
primarily  to  education  rather  than  patient  care); 
includes  services  provided  in  facilities  operated  by 
the  Departments  of  Veterans  Affairs  and  Defense; 
includes  beneficiaries  enrolled  in  managed  care; 
and  standardizes  for  geographic  differences  in 
input  prices  and  beneficiary  age  and  sex.  Per  capi- 
ta costs  using  this  measure  are  compared  by  state 
and  by  rural  and  urban  areas,  and  the  results  are 
disaggregated  into  eight  care  settings.  The  study 
also  explores  the  role  of  health  status  differences  in 
explaining  state-level  variation  in  per  enrollee 
costs.  (6/95) 

1-95-04:  A  Review  of  ProPAC's  Allowances 
for  Scientific  and  Technological  Advances 

This  report  describes  the  study  ProPAC  conduct- 
ed to  support  the  Commission's  decisions  regard- 
ing the  allowances  for  scientific  and  technological 
advances  (S&TA)  for  the  PPS  operating  and  capi- 
tal payment  update  recommendations  for  fiscal 
year  1996.  The  Commission  used  a  qualitative 
approach  to  assess  S&TA  costs,  evaluating  more 
generally  whether  any  changes  in  technology  costs 
have  altered  the  trend  established  in  previous 
years.  This  report  reviews  previous  allowances,  the 
technologies  assessed,  advances  that  may  affect 
Medicare  costs,  and,  finally,  the  Commission's 
decisions  for  the  two  PPS  S&TA  allowances  for 
fiscal  year  1996.  It  also  discusses  how  ProPAC's 
technology-specific  methodology  differs  from 
other  approaches  to  technology  costing,  and  evalu- 


ates how  well  the  methodology  captures  the  infor- 
mation intended  by  the  S&TA  allowance.  (4/95) 

1-95-05:  Hospital  Costs  and  Payments  by 
Revenue  Source:  The  Impact  of  Medicaid 
Payment  Increases  in  1992 

This  report  supplements  ProPAC's  recent  report 
on  hospital  losses  and  gains  by  source  of  revenue 
(TRS  1-95-01).  Like  the  first  report,  this  one  ana- 
lyzes the  trend  in  payments  relative  to  costs  by 
payer,  as  well  as  differences  by  type  of  hospital  and 
by  state.  The  focus  throughout  this  report,  however, 
is  the  impact  of  substantial  increases  in  revenue 
received  by  many  hospitals  in  1992  from  Medicaid 
disproportionate  share  payments.  This  includes  the 
impact  on  overall  Medicaid  payments  and  on  the 
pattern  of  cost  shifting  to  the  private  sector.  (10/95) 

Joint  Report  to  the  Congress  on  Medicare 
Managed  Care 

The  Prospective  Payment  Assessment  Commis- 
sion and  the  Physician  Payment  Review  Commis- 
sion prepared  this  joint  report  on  the  role  of  man- 
aged care  within  the  Medicare  program.  It 
describes  program  policies  and  analyzes  options 
concerning  beneficiary  enrollment,  plan  participa- 
tion, payment  policy,  access  and  quality,  and  data 
constraints.  (10/95) 

1-96-01:  State  Variation  in  the 
Resource  Costs  of  Treating  Aged 
Medicare  Beneficiaries 

This  study  develops  and  tests  a  measure  to 
account  for  all  resources  used  to  treat  aged  Medi- 
care beneficiaries,  measured  in  a  consistent  way  to 
enhance  comparison  across  geographic  areas.  This 
measure,  called  "standardized  resource  costs  per 
enrollee,"  is  based  on  provider  costs  rather  than 
Medicare  payments;  reflects  costs  covered  by  bene- 
ficiary payments  along  with  program  payments; 
omits  graduate  medical  education  costs  (as  devoted 
primarily  to  education  rather  than  patient  care); 
includes  services  provided  in  facilities  operated  by 
the  Departments  of  Veterans  Affairs  and  Defense; 
includes  beneficiaries  enrolled  in  managed  care;  and 
standardizes  for  geographic  differences  in  input 
prices  and  beneficiary  age  and  sex.  Per  capita  costs 
using  this  measure  are  compared  by  state  and  by 
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rural  and  urban  areas,  and  the  results  are  disaggre- 
gated into  eight  care  settings.  The  study  also 
explores  the  role  of  health  status  differences  in 
explaining  state-level  variation  in  per  enrollee  costs. 
(6/96) 

PENDING 

Medicare's  Peer  Review  Organization 
Program 

In  1993,  HCFA  implemented  major  changes  to 
Medicare's  Utilization  and  Quality  Control  Peer 
Review  Organization  (PRO)  program.  This  report 
will  describe  the  evolution  of  the  PRO  program, 
focusing  on  current  quality  assurance  activities. 
(Forthcoming) 

Providers  of  Post- Acute  Care  Services 

This  document  presents  an  overview  of  Part  A 
and  Part  B  providers  that  furnish  post-acute  care 
services.  Information  is  presented  on  Medicare 
coverage  policy,  beneficiary  cost  sharing  require- 
ments, certification  requirements,  and  payment 
method  for  each  type  of  provider.  The  report 
focuses  on  Part  B  providers  that  have  not  been  con- 
sidered in  past  ProPAC  analyses:  comprehensive 
outpatient  rehabilitation  facilities  (CORFs),  rural 
health  clinics,  federally  qualified  health  centers, 
outpatient  rehabilitation  providers,  physician's 
offices,  independent  therapists,  and  hospital  outpa- 
tient departments.  This  report  demonstrates  the 
myriad  of  coverage  requirements  and  payment 
methods  that  are  currently  used  for  providers  of 
similar  services.  (Forthcoming) 

CONGRESSIONALLY 
MANDATED  REPORTS 

C-88-01:  An  Evaluation  of  the  Department 
of  HHS  Report  to  Congress  on  Studies  of 
Urban-Rural  and  Related  Geographical 
Adjustments  in  the  Medicare  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on 
its  evaluation  of  the  Secretary's  study  on  the 
feasibility  and  impact  of  eliminating  or  phasing  out 
separate  urban  and  rural  payment  rates.  The  report  is 
organized  into  four  major  sections:  background  and 


definition  of  issues,  summary  of  the  Secretary's 
study  methods  and  findings,  ProPAC 's  evaluation  of 
the  Secretary's  study,  and  future  direction  of  Com- 
mission activities.  (6/88) 

C-88-02:  Linking  Medicare  Capital 
Payments  to  Hospital  Occupancy  Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  the 
suitability  and  feasibility  of  linking  Medicare  capital 
payments  to  hospital  occupancy  rates.  This  was 
addressed  by  reviewing  current  Medicare  capital  pay- 
ment principles,  examining  historical  trends  in  capital 
costs  and  occupancy  rates,  and  analyzing  the  rela- 
tionship between  capital  costs  and  occupancy.  (4/88) 

C-88-03:  Outlier  Payment  Alternatives 
for  Burn  Cases 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  study  alternative  payment  meth- 
ods for  bum  outlier  cases  under  the  prospective  pay- 
ment system.  In  this  report,  the  Commission  exam- 
ines costs  and  PPS  payments  for  all  burn  cases,  as 
well  as  those  for  outlier  cases  only.  Differences 
between  payments  and  costs  for  burn  hospitals  and 
units  and  other  PPS  hospitals  are  examined.  (7/88) 

C-88-04:  The  Views  of  the  Prospective 
Payment  Assessment  Commission 
on  Developing  Medicare  Payment  for 
Hospital  Outpatient  Surgery 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  of  Health  and  Human  Services 
to  solicit  ProPAC  "s  views  in  developing  outpatient 
payment  systems  and  to  include  these  views  in  a 
series  of  reports  to  Congress.  This  report  focuses  on 
the  facility  component  of  payment  for  surgeries  per- 
formed in  hospital  outpatient  settings.  (8/88) 

C-88-05:  Separate  PPS  Payment  Rates  for 
Hospitals  in  Large  Urban  Areas  and  Other 
Urban  Areas 

The  Omnibus  Budget  Reconciliation  Act  of 
1987  required  ProPAC  to  "evaluate  the  desirabil- 
ity of  maintaining  separate  DRG  prospective 
payment  rates  for  hospitals  located  in  large 
urban  areas. ..and  in  other  urban  areas."  The 
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report  first  describes  how  PPS  currently  treats 
hospitals  in  different  sized  urban  areas.  Descrip- 
tive information  comparing  hospitals  in  these 
areas  is  then  presented.  This  is  followed  by  a 
discussion  of  the  PPS  policy  implication  of  vari- 
ation in  costs  and  margins  by  metropolitan  sta- 
tistical area  size.  (12/88) 

C-89-01:  Medicare  Payment  for  Hospital 
Outpatient  Surgery:  The  Views  of 
the  Prospective  Payment  Assessment 
Commission 

The  Omnibus  Budget  Reconciliation  Act  of 
1987  required  the  Secretary  of  Health  and  Human 
Services  to  solicit  the  Commission's  views  on 
prospective  payment  for  hospital  outpatient 
surgery.  This  report  contains  ProPAC's  recom- 
mendations and  related  rationale  on  such  payment 
policy  beginning  in  fiscal  year  1990.  It  also  pre- 
sents background  information  used  by  the  Com- 
mission in  its  deliberations,  including  the  findings 
of  ProPAC's  analysis  of  hospital  outpatient 
surgery  costs.  (4/89) 

C-89-02:  Payment  Rates  for  Hospitals  Re- 
designated from  Rural  to  Urban:  Analysis 
and  Recommendations 

The  Technical  and  Miscellaneous  Revenue 
Act  of  1988  required  ProPAC  to  study  and 
report  to  Congress  on  the  appropriate  PPS  pay- 
ment for  hospitals  redesignated  as  urban  in  the 
Omnibus  Budget  Reconciliation  Act  of  1987. 
This  study  evaluates  the  payment  policy  and  the 
treatment  of  wage  and  wage-related  costs  in 
computing  area  hospital  wage  indexes.  The 
financial  impact  of  various  policy  options  on 
both  the  redesignated  hospitals  and  on  other 
hospitals  located  in  the  affected  urban  and  rural 
areas  is  also  assessed.  (8/89) 

C-89-03:  Adjustment  to  the  Non-Labor- 
Related  Portion  of  the  Standardized 
Amounts 

The  Omnibus  Budget  Reconciliation  Act  of 
1987  required  ProPAC  to  analyze  the  feasibility 
and  appropriateness  of  a  geographic  adjustment 
to  the  non-labor-related  portion  of  the  PPS 
standardized  amounts.  Price  data  for  non-labor 


components  of  the  hospital  market  basket  are 
compiled  from  available  data  sources  to  deter- 
mine whether  non-labor  prices  vary  by  geo- 
graphic area.  The  report  contains  this  informa- 
tion and  the  Commission's  determination  of 
whether  such  an  adjustment  is  feasible  and 
appropriate.  (8/89) 

C-89-04:  Adequacy  of  PPS  Payment  for 
Medicare  Beneficiaries  with  Hemophilia 

The  House  Ways  and  Means  Committee  asked 
ProPAC  to  assess  the  adequacy  of  PPS  payment 
for  Medicare  inpatients  with  hemophilia.  This 
report  studies  the  population  size,  trends  in  the 
price  of  the  clotting  factor,  and  the  financial 
impact  on  hospitals  for  treating  these  patients. 
(10/89) 

C-90-01:  Medicare  Payments  to  Rural  Sole 
Community  Hospitals  and  Small  Rural  Hos- 
pitals 

The  Omnibus  Budget  Reconciliation  Act  of 
1989  required  the  Commission  to  submit  a 
report  to  Congress  on  the  feasibility  and  desir- 
ability of  using  a  cost-based  reimbursement  sys- 
tem for  paying  small  rural  hospitals  and  sole 
community  hospitals.  Further,  ProPAC  was  to 
assess  the  impact  of  using  alternative  market 
share  definitions  to  determine  eligibility  for  sole 
community  hospital  classification,  and  of 
accounting  for  decreases  in  admissions  in  deter- 
mining payments  to  small  rural  hospitals  or  their 
costs.  This  report  summarizes  the  Commission's 
findings.  (5/90) 

C-90-02:  Hospital  Outpatient  Services  Back- 
ground Report 

The  Omnibus  Budget  Reconciliation  Act  of 
1989  required  the  Commission  to  submit  a 
report  to  Congress  on  several  issues  related  to 
outpatient  payments.  This  report  examines  the 
growth  in  hospital  outpatient  services  and  the 
revenues  generated  by  outpatient  visits.  The 
costs  of  providing  services  in  hospital  outpatient 
departments  are  compared  to  those  associated 
with  freestanding  centers.  Last,  outpatient  quali- 
ty assurance  and  peer  review  are  discussed. 
(7/90) 
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Medicare-Dependent  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of 
1989  required  the  Commission  to  study  the 
appropriateness  of  making  an  adjustment  to 
Medicare  payments  to  hospitals  that  treat  a  high 
proportion  of  Medicare  discharges.  Information 
on  this  topic  was  included  in  ProPAC's  June  1990 
report,  Medicare  Prospective  Payment  and  the 
American  Health  Care  System.  (6/90) 

Financial  Status  of  High  Case  Mix  Hospitals 

The  Omnibus  Budget  Reconciliation  Act  of 

1989  required  the  Commission  to  study  the  finan- 
cial status  of  high  case  mix  hospitals  with  special 
attention  devoted  to  capital  investment.  Informa- 
tion on  this  topic  was  included  in  ProPAC's  June 

1990  report.  Medicare  Prospective  Payment  and 
the  American  Health  Care  System.  (6/90) 

Area  Wage  Index 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  ProPAC  to  examine  available  data 
from  states  and  other  sources  measuring  earnings 
and  paid  hours  of  employment  of  hospital  work- 
ers by  occupational  category.  The  impact  of  vari- 
ation in  occupational  mix  on  the  computation  of 
the  area  wage  index  is  included.  Information  on 
this  topic  was  included  in  ProPAC's  March  1991 
Report  and  Recommendations  to  the  Congress. 
(3/91) 

Nurse  Practitioners  and  Other  Non- 
Physician  Providers 

The  Senate  Committee  on  Appropriations 
asked  that  ProPAC  study  the  use  of  nurse  practi- 
tioners and  other  non-physician  providers  in  set- 
tings other  than  acute  care  facilities  and  long- 
term  care  institutions.  Information  on  this  topic 
was  included  in  ProPAC's  June  1991  report. 
Medicare  and  the  American  Health  Care  System. 
(6/91) 

C-91-01:  Medicare's  Capital  Payment  Policy 

This  report  summarizes  the  Commission's 
analyses  of  hospital  capital  costs  and  views  on 
Medicare's  capital  payment  policy.  ProPAC's 


objectives  for  evaluating  capital  payment,  along 
with  supporting  data  and  opinions,  are  presented. 
The  Commission  also  comments  on  the  Secretary 
of  Health  and  Human  Services'  prospective  pay- 
ment proposal.  (5/91 ) 

C-91-02:  Medicaid  Hospital  Payment 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Commission  to  conduct  a 
study  of  Medicaid  hospital  payment  rates.  The 
study  examines  the  relationship  between  Medi- 
caid and  Medicare  payments,  and  the  financial 
condition  of  the  hospitals  receiving  Medicaid 
payments.  Special  attention  is  given  to  hospitals 
in  urban  areas  that  treat  large  numbers  of  peo- 
ple eligible  for  Medicaid  and  other  low-income 
persons.  ( 10/91) 

C-91-03:  Rural  Hospitals  Under  Medicare's 
Prospective  Payment  System 

The  Senate  Committee  on  Appropriations 
requested  a  report  examining  the  changes  made  in 
rural  hospital  payment  policies  and  their  fiscal 
impacts.  The  report  includes  an  analysis  of  the 
impact  of  1991  payment  rules  on  1984  and  1989 
hospital  margins  and  assesses  the  relative  impor- 
tance of  individual  policy  changes.  In  addition, 
ProPAC  was  asked  to  study  the  effect  of  low  vol- 
ume on  overhead  costs  and  payments.  The  report 
includes  a  discussion  of  the  relationship  between 
volume  and  financial  performance,  and  case  mix 
and  performance.  The  adequacy  of  national  DRG 
weights  for  rural  hospitals  and  differences 
between  sole  community  and  other  small  rural 
hospitals'  characteristics  and  financial  condition 
are  also  discussed.  Finally,  the  report  includes  a 
profile  of  services  offered  by  rural  hospitals. 
(10/91) 

C-91-04:  Passthrough  Payments  for 
Hemophilia  Inpatients 

The  Omnibus  Budget  Reconciliation  Act  of 
1989  required  the  Commission  to  submit  a 
report  to  Congress  that  contains  recommenda- 
tions on  paying  for  the  cost  of  administering 
blood  clotting  factors  to  inpatients  with 
hemophilia.  This  report  summarizes  the  Com- 
mission's findings.  (6/91) 
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C-92-01:  Prospective  Payment  System  for 
Medicare's  Skilled  Nursing  Facility  Pay- 
ment Reform 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Services 
to  develop  a  proposal  to  modify  the  current  system 
under  which  skilled  nursing  facilities  receive  pay- 
ment for  extended  care  services  under  Medicare  Part 
A  or  a  proposal  to  replace  this  system  with  a  prospec- 
tive payment  system.  The  Commission  is  required  to 
submit  an  analysis  of  and  comments  on  the  proposal. 
This  background  report  describes  the  Medicare  SNF 
benefit,  payment  method,  and  beneficiary  utilization. 
A  cost  function  analysis  provides  information  on 
variations  in  costs  across  facilities.  Federal  and  state 
regulations  affecting  facility  costs  and  use  of  the  ben- 
efit also  are  discussed.  This  report  concludes  with 
recommendations  concerning  the  need  for  a  nursing 
facility  wage  index  and  case-mix  adjustment  in 
Medicare's  payment  policy.  When  the  Secretary's 
report  is  released,  the  Commission  will  submit  com- 
ments to  the  Senate  Committee  on  Finance  and  the 
House  Committee  on  Ways  and  Means.  (3/92). 

C-92-02:  Medicare  Payment  for  Hospital 
Outpatient  Services:  The  Views  of 
the  Prospective  Payment  Assessment 
Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Services 
to  develop  a  model  system  for  Medicare  payment  for 
hospital  outpatient  services.  The  Commission  is 
required  to  submit  an  analysis  of  and  comments  on  the 
proposal.  This  background  report  describes  Medicare's 
outpatient  payment  policies,  which  may  vary  by  site  of 
care  and  type  of  service.  Ambulatory  surgery  and  radi- 
ology are  used  to  discuss  problems  with  the  current 
payment  policy.  The  report  concludes  with  nine  rec- 
ommendations for  outpatient  payment  policy  reform. 
When  the  Secretary's  report  is  released,  the  Commis- 
sion will  submit  its  comments.  (3/92) 

C-92-03:  Optional  Hospital  Payment  Rates 
for  Private  Payers  Based  on  Medicare's 
Methods  (As  specified  in  H.R.  3626) 

This  report  addresses  the  development  and 
impact  of  a  system  of  Medicare-based  rates  for 
optional  use  by  private  insurers  to  control  the 


growth  in  their  payments  to  hospitals.  The  first  part 
of  the  report  discusses  the  design  decisions  that 
would  need  to  be  made,  the  steps  necessary  for 
orderly  implementation  of  the  system,  and  the 
administrative  processes  for  ongoing  operation  of 
the  system.  The  second  part  presents  data  on  cost 
shifting  in  the  hospital  industry,  and  then  uses  these 
and  other  data  to  estimate  the  savings  that  would 
result  from  using  optional  rates  under  several  differ- 
ent sets  of  assumptions.  It  also  includes  a  discussion 
of  the  effects  of  optional  rates  on  hospitals,  private 
and  government  insurers,  other  providers,  and 
patients.  (3/92) 

C-92-04:  End-Stage  Renal  Disease 
Payment  Policy 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Commission  to  conduct  a  study 
to  determine  the  costs,  services,  and  profits  asso- 
ciated with  various  modalities  of  dialysis  treat- 
ments provided  to  end-stage  renal  disease 
patients.  This  study  is  the  basis  for  recommenda- 
tions regarding  the  method  and  level  of  payments 
for  the  facility  component  of  dialysis  services 
beginning  in  fiscal  year  1993.  The  methodology  to 
be  used  to  update  payment  for  subsequent  fiscal 
years  is  included.  As  part  of  its  annual  March 
report,  starting  with  fiscal  year  1993,  ProPAC  is 
required  to  report  its  recommendations  to  Con- 
gress on  an  appropriate  payment  update  factor. 
(6/92) 

C-92-05:  Interim  Report  on  Payment 
Reform  for  PPS-Excluded  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of  1990 
required  the  Secretary  of  Health  and  Human  Ser- 
vices to  develop  a  proposal  to  modify  the  current 
system  under  which  PPS-excluded  hospitals  receive 
payment  for  the  operation  and  capital-related  costs 
of  inpatient  hospital  services  under  Part  A  of  the 
Medicare  program.  Alternatively,  the  Secretary 
could  propose  a  system  with  payments  made  on  the 
basis  of  nationally  determined  average  standardized 
amounts.  Although  the  Secretary  has  not  submitted 
her  proposal,  the  Commission  prepared  this  back- 
ground report.  When  the  Secretary's  report  is 
released,  the  Commission  will  analyze  it  and  submit 
comments  to  the  Senate  Committee  on  Finance  and 
the  House  Committees  on  Ways  and  Means,  and 
Energy  and  Commerce.  (10/92) 
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C-93-01:  Global  Budgeting:  Design 
and  Implementation  Issues 

In  response  to  a  request  from  the  House  Com- 
mittee on  Ways  and  Means,  Subcommittee  on 
Health,  the  Commission  examined  the  imple- 
mentation of  a  global  budgeting  system.  ProPAC 
focused  on  the  system's  application  to  hospitals 
and  other  institutional  health  care  services.  The 
report  addresses  issues  involved  in  the  allocation 
of  a  national  budget  among  types  of  health  care 
services,  the  availability  of  data  to  support  the 
system,  and  the  mechanisms  for  ensuring  that 
budget  targets  are  met.  (7/93) 

C-94-01:  Analysis  of  Medicaid  Dispropor- 
tionate Share  Payment  Adjustments 

The  Medicaid  Voluntary  Contribution  and 
Provider-Specific  Tax  Amendments  of  1991 
(PL.  102-234)  required  ProPAC  to  conduct  a 
study  of  Medicaid  disproportionate  share  pay- 
ment adjustments.  This  study  examines  the  fea- 
sibility and  desirability  of  establishing  maxi- 
mum and  minimum  payment  adjustments  for 
hospitals  deemed  disproportionate  share  hospi- 
tals. It  also  assesses  criteria  (other  than  existing 
ones)  that  are  appropriate  for  designating  dis- 
proportionate share  hospitals  under  Section 
1923  of  the  Social  Security  Act.  The  report  was 
submitted  to  the  Senate  Committee  on  Finance 
and  the  House  Committee  on  Energy  and  Com- 
merce. (1/94) 

C-94-02:  Interim  Analysis  of  Payment 
Reform  for  Home  Health  Services 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Secretary  of  Health  and 
Human  Services  to  develop  a  proposal  to  modify 
the  current  system  under  which  Medicare  pays 
for  home  health  services  or  a  proposal  to  replace 
such  system  with  a  prospective  payment  system. 
The  Commission  is  required  to  submit  an  analy- 
sis of  and  comments  on  the  proposal  to  the  Sen- 
ate Committee  on  Finance  and  the  House  Com- 
mittee on  Ways  and  Means.  This  background 
report  describes  Medicare's  home  health  benefit, 
payment  method,  use,  and  agency  costs  and  pay- 
ments. Federal  and  state  regulations  affecting 
access  and  quality  of  care  also  are  discussed. 


When  the  Secretary's  report  is  released,  the 
Commission  will  submit  comments  to  the  Senate 
Committee  on  Finance  and  the  House  Commit- 
tee on  Ways  and  Means.  (3/94) 

C-95-01:  Analysis  of  the  Secretary's  Propos- 
al for  Medicare  Payment  for  Hospital  Out- 
patient Services 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Secretary  of  Health  and 
Human  Services  to  develop,  and  the  Commission 
comment  on,  a  model  system  for  Medicare  pay- 
ment for  hospital  outpatient  services.  This  report 
describes  Medicare's  payment  policies  for  outpa- 
tient services,  documents  the  increase  in  outpa- 
tient expenditures,  and  identifies  problems  relat- 
ed to  the  current  payment  system.  The 
Secretary's  proposed  reforms  are  discussed,  and 
three  recommendations  for  the  Congress  and  the 
Secretary  are  included.  (7/95) 

PENDING 

Analysis  of  the  Secretary's  Proposal  for 
Skilled  Nursing  Facility  Payment  Reform 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Secretary  of  Health  and 
Human  Services  to  develop  a  proposal  to  modi- 
fy the  current  system  under  which  skilled  nurs- 
ing facilities  receive  payment  for  extended  care 
services  under  Medicare  Part  A  or  a  proposal  to 
replace  this  system  with  a  prospective  payment 
system.  The  Commission  is  required  to  submit 
an  analysis  of  and  comments  on  the  proposal  to 
the  Senate  Committee  on  Finance  and  the 
House  Committees  on  Ways  and  Means,  and 
Energy  and  Commerce.  (This  report  will  be 
issued  after  the  Secretary's  proposal  becomes 
available.) 

Analysis  of  the  Secretary's  Proposal  for  Pay- 
ment Reform  for  PPS-Excluded  Facilities 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Secretary  of  Health  and 
Human  Services  to  develop  a  proposal  to  modify 
the  current  system  under  which  PPS-excluded 
hospitals  receive  payment  for  the  operation  and 
capital-related  costs  of  inpatient  hospital  ser- 
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vices  under  Part  A  of  the  Medicare  program. 
Alternatively,  the  Secretary  could  propose  a  sys- 
tem with  payments  made  on  the  basis  of  nation- 
ally determined  average  standardized  amounts. 
The  Commission  is  required  to  submit  an  analy- 
sis of  and  comments  on  the  Secretary's  proposal 
to  the  Senate  Committee  on  Finance  and  the 
House  Committees  on  Ways  and  Means,  and 
Energy  and  Commerce.  (This  report  will  be 
issued  after  the  Secretary's  proposal  becomes 
available.) 

Analysis  of  the  Secretary's  Proposal  for 
Home  Health  Service  Payment  Reform 

The  Omnibus  Budget  Reconciliation  Act  of 
1990  required  the  Secretary  of  Health  and 
Human  Services  to  develop  a  proposal  to  modify 
the  current  system  under  which  Medicare  pays 
for  home  health  services  or  a  proposal  to  replace 
such  system  with  a  prospective  payment  system. 
The  Commission  is  required  to  submit  an  analy- 
sis of  and  comments  on  the  proposal  to  the  Sen- 
ate Committee  on  Finance  and  the  House  Com- 
mittee on  Ways  and  Means.  (This  report  will  be 
issued  after  the  Secretary's  proposal  becomes 
available.) 


Analysis  of  the  Secretary's  Legislative  Pro- 
posal Eliminating  Separate  Average  Stan- 
dardized Amounts 

The  Omnibus  Budget  Reconciliation  Act  of  1989 
required  the  Secretary  of  Health  and  Human  Services 
to  prepare  a  legislative  proposal  eliminating  separate 
average  standardized  amounts  for  hospitals  located  in 
large  urban,  other  urban,  and  rural  areas.  It  also  direct- 
ed ProPAC  to  submit  a  report  to  Congress  analyzing 
this  proposal  and  its  impact  on  hospitals.  (This  report 
will  be  issued  after  the  Secretary's  proposal  becomes 
available.  It  should  be  noted  that  in  OBRA  1990,  Con- 
gress mandated  the  elimination  of  the  separate  rural 
standardized  payment  amount  by  fiscal  year  1995.) 

Critical  Access  Urban  Providers 

The  House  Committee  on  Appropriations  has 
directed  ProPAC  to  study  the  impact  of  changes  in 
government  reimbursement  programs  and  in  the  pri- 
vate marketplace  on  critical  access  urban  providers. 
This  group  is  defined  by  the  Committee  as  hospitals 
that  are  located  in  urban  areas,  have  at  least  250  beds, 
and  are  government  dependent,  with  at  least  60  percent 
of  their  days  reimbursed  by  Medicare  or  Medicaid. 
This  report  is  due  no  later  than  December  1997. 
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